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The  Office  of  Research  and  Demonstrations,  Health 
Care  Financing  Administration  directs  more  than  300 
intramural  and  extramural  research,  demonstration,  and 
evaluation  projects.  These  projects  seek  alternate  ways 
to  finance,  organize,  and  deliver  health  services,  as  well 
as  assess  the  impact  of  Federal  programs  on  health  care 
costs,  providers,  and  beneficiaries.  The  Health  Care 
Financing  Extramural  Report  series  represents 
the  final  reports  from  selected  extramural  projects  fund- 
ed by  the  Office  of  Research  and  Demonstrations.  The 
statements  and  data  contained  in  each  report  are  solely 
those  of  the  awardee  and  do  not  express  any  official 
opinion  of  or  endorsment  by  the  Health  Care 
Financing  Administration. 


Competitive  Bidding  for  Health  Care  Services  reviews  the 
literature  and  examines  selected  experience  with  use  of  com- 
petitive bidding  techniques  for  the  purchase  of  medical  care 
services.  Competitive  bidding  has  the  potential  of  sub- 
stantially reducing  cost  from  that  experienced  when  medical 
care  services  are  purchased  in  a  noncompetitive  environ- 
ment. Although  competitive  bidding  as  a  procurement 
approach  is  widely  used  among  other  sectors  of  our 
economy,  its  use  in  the  purchase  of  health  care  services  is 
both  recent  and  relatively  rare.  Policy  implications  for  use  of 
this  innovative  approach  by  public  and  private  purchasers  of 
health  care  services  are  explored.  In  particular,  the  impact  of 
competitive  bidding  programs  on  cost  and  quality  of  care  are 
analyzed.  Also  addressed  are  implications  relevant  to  the 
design  and  use  of  competitive  bidding  systems  based  on  evalua- 
tion of  the  literature  and  actual  purchaser  experience. 
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COMPETITIVE  BIDDING  FOR  HEALTH  CARE  SERVICES 

by  Zachary  Dyckman,  Ph.D.,  and  Judy  Anderson,  M.H.S.A. 

EXECUTIVE  SUMMARY 

The  increasingly  competitive  nature  of  the  health  care 
market  over  the  past  several  years  has  both  stimulated  and  been 
stimulated  by  numerous  new  purchasing  strategies  and  payment 
system  changes  for  health  care  services.     This  report  reviews  the 
literature  and  available  unpublished  material  on  one  of  those 
competitive  purchasing  strategies:     competitive  bidding. 

Competitive  bidding  is  a  procurement  approach  widely  used 
by  large  purchasers  of  goods  and  services  in  our  economy. 
However,  its  use  in  the  purchase  of  health  care  services  is  both 
recent  and  relatively  rare.     The  lack  of  extensive  use  of 
competitive  bidding  for  health  services  may  be  due  to  several 
factors:     the  overriding  concern  with  quality  in  the  provision  of 
medical  services,  the  traditional  non-purchaser  involvement  in 
selection  of  specific  providers   (freedom  of  choice) ,  and  costs 
being  historically  of  secondary  importance  to  consumer 
satisfaction. 

However,  dramatic  changes  are  occurring  in  the  health  care 
system  which  combine  to  make  competitive  bidding  a  more 
attractive  alternative  than  previously  was  the  case.  Containing 
health  care  costs  has  become  a  major  societal  objective,  in  both 
publicly  and  privately  financed  health  benefit  programs.     Also,  a 
substantial  number  of  health  programs,  including  HMOs,  IPAs,  PPOs 
and  selected  Medicaid  programs,  do  limit  choice  of  providers. 
Finally,  while  limited,  there  have  been  an  increasing  number  of 
instances  where  competitive  bidding  programs  have  been  used  to 
purchase  health  care  services.     The  major  objective  of  this 
report  is  to  describe  and,  where  feasible,  evaluate  competitive 
bidding  programs  used  or  proposed  for  use  to  purchase  health  care 
services.     The  following  competitive  bidding  programs  are 
reviewed: 

•  Arizona's  Health  Care  Cost  Containment  System 
(AHCCCS)  demonstration  uses  competitive  bidding  to 
purchase  a  comprehensive  array  of  health  care 
services   (inpatient,  outpatient,  pharmacy  and 
diagnostic)   for  Medicaid  beneficiaries. 

•  California's  Medi-Cal   (the  state's  Medicaid 
program)  uses  modified  competitive  bidding  to 
select  inpatient  acute  care  facilities  to  serve  its 
beneficiaries. 

•  The  U.S.  Health  Care  Financing  Administration  has 
proposed  to  implement  demonstrations  of  competitive 
bidding  for  renal  dialysis  services,   for  clinical 
laboratory  testing  services,  and  for  home  health 
care  services  used  by  Medicare  beneficiaries. 
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•  Clinical  laboratory  testing  services  on  a 
competitively  bid,  selective  contracting  basis  have 
been  purchased  by  HMOs   (both  closed-panel  and  IPA 
models),  hospitals,  the  United  States  Courts  and 
the  U.S.  Department  of  Defense. 

•  Hospital  care  services  have  been  purchased  through 
competitive  bidding  programs  by  Blue  Cross  and  Blue 
Shield  of  Kansas  City  for  their  preferred  providers 
program. 

Different  program  sponsors  have  different  objectives  and 
priorities  among  objectives  for  a  competitive  bidding  program. 
For  some,  cost  reduction  is  the  overriding  concern;  for  others, 
achieving  the  highest  available  level  of  quality  at  a  reasonable 
cost  is  the  primary  program  objective.     The  bidding  system 
designs,  to  a  large  extent,  reflect  the  priority  structure  of  the 
program  sponsor. 

The  following  conclusions  regarding  competitive  bidding 
for  health  care  services  are  drawn  from  this  study: 

Limited  Experience  with  Competitive  Bidding 

There  is  only  limited  experience  with  competitive  bidding 
for  health  care  services.     Much  of  its  use  has  been  very  recent 
(e.g.,  California  Medi-Cal  and  Arizona  AHCCCS)   and  its  overall 
performance  in  reducing  program  costs  while  providing  adequate 
levels  of  quality  and  service  has  not  yet  been  fully  evaluated. 
In  addition,  the  competitive  bidding  experience  has  been  highly 
selective,  with  much  of  it  being  for  clinical  laboratory 
services.     Only  recently  has  there  been  much  experience  with  its 
use  for  hospital  care  and  for  a  comprehensive  range  of  health 
care  services. 

Cost  Saving  Objectives  Have  Been  Achieved 

Competitive  bidding  programs  have  achieved  substantial 
cost  reductions  from  the  cost  experience  before  the  programs  were 
implemented.     This  was  evident  in  the  California  Medi-Cal 
hospital  procurement,  most  of  the  clinical  laboratory  competitive 
bidding  programs  we  have  examined,  and  the  few  PPO  hospital 
procurement  programs  for  which  we  have  information. 

There  appear  to  be  several  factors  that  can  explain  much 
of  the  cost  reductions  achieved  under  competitive  bidding.  To 
some  extent,  cost  savings  relate  to  reduced  average  costs 
associated  with  spreading  fixed  cost  over  higher  volume;  to  some 
extent  savings  occur  because  of  improved  efficiencies  related  to 
program  design   (e.g.,  reduced  billing  and  administrative  costs); 
and  to  some  extent,  reduced  program  costs  stem  from  the  provider 
being  willing  to  accept  reduced  markup   (or  negative  markup)  in 
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order  to  avoid  losing  business  or  to  obtain  marketing  advantages 
related  to  winning  the  contract   (e.g.,  additional  laboratory 
volume  from  participating  IPA  physicians  from  their  non-IPA 
patients) . 

While  the  potential  for  cost  shifting  exists  under 
competitive  bidding,  we  have  not  found  evidence  of  its 
occurrence.     In  California  and  in  several  private  payor 
competitive  bidding  programs  for  hospital  care,  substantial 
hospital  cost  reduction  programs  occurred  after  competitive 
bidding  was  implemented. 

Quality  and  Service  Problems  Sometimes  Develop 

Some  competitive  programs  have  experienced  problems  with 
maintaining  acceptable  levels  of  quality  or  service,  significant 
enough  to  seek  to  terminate  the  contract  with  the  winning  bidder. 
While  inadequate  performance  occasionally  occurs  in  the 
fee-for-service  health  care  system,  freedom  of  choice  of  provider 
enables  the  user  to  quickly  change  providers  upon  becoming 
dissatisfied.     Under  competitive  bidding  programs,  particularly 
those  which  require  use  of  a  single  provider,  there  may  be 
considerable  user  dissatisfaction  and  possible  legal  action  if 
levels  of  quality  or  service  are  poor.     Discussions  with  staff  or 
bidding  systems  sponsors  indicated  that  one  or  more  of  the 
following  factors  were  present  where  significant  quality  problems 
occurred: 

•  Inability  of  provider  to  meet  the  volume  demands 
under  the  program. 

•  Poor  quality  provider  or  unscrupulous  provider 
submitting  low  bid  and  being  selected,  combined 
with  inadequate  use  of  quality  and  reputation  as 
criteria  for  contractor  selection. 

•  Inadequate  controls  on  subcontracting  out  work 
under  the  program. 

•  Inadequate  monitoring  of  quality  under  the 
contract. 

•  Inability  or  failure  to  immediately  terminate  the 
contract  upon  discovery  of  quality  problems. 

The  study  concludes  that  some  choice  in  providers  under 
the  bidding  system  program  would  reduce  the  likelihood  of 
significant  quality  and  service  problems. 

System  Design  Restrictions  and  Constraints 
Differ  by  Program  Sponsor 

In  reviewing  the  competitive  bidding  system  design 
features  of  different  programs,  it  is  obvious  that  certain 
programs  have  more  flexibility  than  others.     In  general,  private 
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bidding  system  sponsors  have  the  most  flexibility  in  structuring 
their  programs.     Private  bidding  system  sponsors  can  decide  which 
providers  to  invite  to  bid  and  which  not  to  accept  bids  from, 
whether  to  include  explicit  evaluation  criteria  in  the  RFP,  or 
even  whether  to  use  objective  evaluation  criteria.     In  addition, 
unless  they  are  the  dominant  provider  or  health  insurer  in  their 
area,  private  bidding  system  sponsors  are  not  likely  to  be  very 
concerned  about  the  public  policy  effects  of  their  programs; 
e.g.,  impact  of  bidding  system  on  competition,  the  provider 
community,  or  the  ability  of  other  programs'  enrollees  to  obtain 
satisfactory  levels  of  service.     In  contrast,  public  programs, 
particularly  large  health  benefit  programs  such  as  Medicare  and 
Medicaid,  often  have  a  broader  public  policy  perspective,  and  do 
consider  the  effects  of  their  programs  on  the  health  care  system 
as  a  whole. 

Federal  executive  agency  programs,  such  as  Medicare,  have 
to  abide  by  detailed  and  comprehensive  Federal  procurement 
regulations  in  their  purchase  of  products  and  services.  Failure 
to  strictly  adhere  to  the  applicable  regulations  can  result  in 
lawsuits  by  unsuccessful  bidders,  or  by  contractors  with  whom 
disputes  have  arisen.     These  requirements  result  in  less 
flexibility  in  program  design  and  implementation  of  competitive 
bidding  programs,  particularly  regarding  methods  of  contractor 
selection,  than  under  the  privately  sponsored  programs  examined. 

The  report  begins  with  a  brief  and  highly  selective  review 
of  the  general  competitive  bidding  literature.     Following  that  is 
a  more  extensive  review  of  the  literature  of  competitive  bidding 
for  health  care  services.     As  much  of  the  health  care  competitive 
bidding  experience  has  not  been  covered  in  the  literature,  we 
have  supplemented  the  literature  review  with  a  review  of  actual 
but  unpublished  competitive  bidding  experience.     The  final 
section  of  the  report  develops  conclusions  from  the  review  of 
literature  and  experience  in  competitive  bidding,  and  explains 
implications  for  the  actual  design  and  use  of  competitive  bidding 
systems  for  the  purchase  of  health  care  services. 
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OVERVIEW 


A  review  of  the  general  competitive  bidding  literature  is 
useful  in  that  it  can  serve  to  highlight  the  different  types  of 
competitive  bidding  systems  and  the  strengths  and  weaknesses  of 
alternative  systems.     While  much  of  the  literature  focuses  on 
seller  competitive  auctions,  where  the  product  is  well  defined, 
there  are  some  implications  in  terms  of  preference  of  one  type  of 
system  over  another  for  purchaser  sponsored  auctions  where  bids 
are  sought  for  services  to  be  performed.     In  addition,  several 
articles  are  reviewed  which  focus  explicitly  on  seller  auctions 
of  services  and  the  factors  considered  by  bidders  in  structuring 
appropriate  mixes  of  price  and  service  characteristics. 

Competitive  Auctions 

Extensive  literature  exists  regarding  competitive  bidding, 
much  of  it  highly  theoretical.     We  reviewed  a  number  of  the 
frequently  cited  and  more  current  articles  in  the  general 
competitive  bidding  literature.     A  list  of  those  sources  reviewed 
is  provided  in  the  attached  bibliography.     The  reader  who  is 
interested  in  reviewing  the  competitive  bidding  literature  and 
identifying  additional  sources  is  referred  to  Engelbrecht- 
Wiggans,   "Auctions  and  Bidding  Models:  A  Survey"  (15). 

Much  of  the  competitive  bidding  literature  focuses  on  the 
sale  of  an  item  at  open  auction.     The  two  most  common  forms  of 
open  auctions  are  the  "English"  and  "Dutch"  auctions.     In  an 
English  auction,  bids  are  made  and  announced  until  no  purchaser 
wishes  to  make  any  higher  bid.     In  a  Dutch  auction,  the  price 
starts  at  an  amount  believed  to  be  higher  than  any  bidder  is 
willing  to  pay  and  is  lowered  by  an  auctioneer   (or  a  clock 
device)  until  one  of  the  bidders  accepts  the  last  price 
announced.     The  first  bid  is  the  sales  price  in  the  Dutch 
auction.     While  the  English  auction  is  far  more  common,  Vickrey 
points  out  that  a  mechanized  form  of  the  Dutch  auction  is 
actually  used  in  wholesale  flower  marketing  in  the  Netherlands 
(35). 

The  third  form  of  auction  discussed  in  the  literature  is 
sealed  bidding.     The  primary  difference  between  the  open  English 
or  Dutch  auctions  and  the  sealed  bid  auction  is  that,  under  the 
former,  a  bidder  is  able  to  observe  some  bidding  behavior  of  his 
rivals.     In  the  absence  of  collusion  in  a  sealed  bid  auction,  a 
bidder  is  not  able  to  observe  his  rivals'  bidding  behavior. 

Vickrey  developed  and  mathematically  modeled  a  bidding 
approach  under  sealed  bid  auctions  in  which  the  item  is  awarded 
to  the  high  bidder,  but  at  the  second  highest  bid  price    (35) . 
Under  this  "second  price"  auction,  it  is  argued  that  bidders  are 
likely  to  bid  prices  which  are  equal  to   (or  slightly  above)  the 
full  value  of  the  article,  knowing  that  the  price  will  be  less 
than  the  high  bid.     Vickrey  has  shown  that,  under  certain 
assumptions  about  bidder  behavior,  second  price  auctions  can 
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result  in  as  much  total  revenue  as  auctions  in  which  the  price  is 
set  at  the  highest  bid.     However,  Englebrecht-Wiggans  notes  that 
use  of  a  "second  price"  auction  system  is  more  likely  to  lead  to 
collusion  in  some  circumstances   (15) . 

Experiments  have  been  conducted  to  test  hypotheses 
regarding  which  of  the  auction  types  results  in  the  highest  bids. 
Each  of  several  bidding  systems  were  replicated  numerous  times  as 
part  of  these  auction  experiments.     Coppinger,  Smith  and  Titus, 
based  on  their  bidding  experiment,  report  the  following  results: 

•  English  auctions  tend  to  produce  prices  that  are 
above  those  in  Dutch  auctions. 

•  Sealed  bid,   first  price  auctions  tend  to  produce 
prices  that  are  above  those  in  sealed  bid,  second 
price  auctions. 

•  Sealed  bid,  first  price  auctions  produce,  on 
average,  the  highest  prices  of  three  bidding 
systems  studied   (11) . 

Using  a  larger  number  of  auctions  in  tests  of  Dutch, 
sealed  bid  first  price  and  sealed  bid  second  price  auctions,  Cox, 
Roberson  and  Smith  achieve  similar  results   (12) .     Sealed  bid 
first  price  auctions  produced  the  highest  average  price  while 
sealed  bid  second  price  auctions  produced  the  lowest  average 
price.     There  is  some  evidence,  however,  that  after  bidders 
become  more  familiar  with  second  price  auctions,  winning  bid 
prices  increase.     In  fact,  Vickrey  realized  that  initial 
experience  with  second  price  auctions  may  be  disappointing.  He 
acknowledged  that  conclusions  as  to  prices  equalling  the  value  of 
the  items  sold  under  second  price  auctions  "...  are  based  on  a 
model  in  which  a  high  degree  of  rationality  and  sophistication  is 
imputed  to  the  bidders. "  (35)     At  this  point,  it  cannot  be  said 
that  second  price  auctions  lead  to  higher  prices  than  first  price 
auctions . 

Bidding  for  Services 

The  literature  referred  to  up  to  this  point  relates  almost 
exclusively  to  situations  where  an  item  is  sold  at  auction,  and 
the  only  issue  of  interest  is  its  sale  price.     It  is  uncertain  to 
what  degree  findings  from  these  sales  auctions  may  have 
implications  for  service  purchase  auctions,  especially  where  the 
services  may  not  be  defined  in  every  detail  by  the  purchaser. 

Two  articles  from  the  general  competitive  bidding 
literature  have  some  direct  relevance  to  competitive  bidding  for 
health  care  services.     Holt  has  examined  both  sealed  bidding  and 
open  bidding  as  they  operate  in  a  service  procurement  situation 
(20) .     Holt  determines  that  the  bid  price  should  be  based  on  the 
bidder's  cost  and  the  expected  opportunity  cost  of  foregoing 
alternative  uses  of  the  firm's  resources.     Under  a  "Vickrey" 
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sealed  bid  auction,  in  which  the  contract  is  awarded  to  the  low 
bidder  at  the  second  lowest  bid  price,  Holt  argues  that  each  firm 
will  submit  a  bid  which  incorporates  a  profit  and  is  above  its 
opportunity  cost.     He  compares  a  secret  auction  to  a  competitive 
auction  and  concludes  that,  if  bidders  are  risk  averse,  the 
uncertainty  associated  with  a  secret  auction  creates  an  advantage 
for  the  procurement  agent,  and  should  result  in  lower  bids.  Holt 
believes  that  the  preferred  bidding  system  approach,  from  the 
perspective  of  the  procurement  agent,  is  sealed  bidding  under 
which  the  low  bidder  is  selected  and  paid  the  low  bid  price. 

More  relevant  to  use  of  competitive  bidding  in  health  care 
is  an  article  by  Simmonds,  which  focuses  on  bidders  developing 
the  best  combination  of  price  and  non-price  features  in  response 
to  an  RFP  to  perform  specified  services   (31) .     Simmonds  shuns  the 
"rigorous  mathematical  splendour"  and  unrealistic  assumptions 
regarding  information  available  to  bidders  that  is  common  to  much 
of  the  competitive  bidding  literature.     In  the  article,  a 
marginal  adjustment  procedure  is  outlined  for  deciding  the  mix  of 
price  and  variable  non-price  features,  such  as  quality,  delivery, 
service  or  financing,  to  be  included  in  a  bid.     The  starting 
point  in  terms  of  services  offered  is  the  least-cost  offering  of 
any  feature  acceptable  to  the  customer.     This  minimum  level  is 
usually  required  by  specifications,  but  it  may  be  below 
specifications  if  it  is  thought  the  customer  would  accept  a 
lesser  standard  in  return  for  a  price  reduction.  Possible 
expenditure  on  the  feature  is  then  raised  by  stages,  asking  at 
each  stage  whether  the  customer  would  prefer  this  increment  or  a 
decrease  in  bid  price  equal  to  its  cost.     Given  the  reasonable 
assumption  that  the  increment  in  customer  value  from  equal 
increments  of  expenditure  on  a  feature  ultimately  decreases,  the 
level  of  feature  offering  that  should  be  included  in  the  bid  is 
that  at  which  it  is  assessed  that  the  customer  would  be 
indifferent  between  a  further  increment  or  its  cost  equivalent. 
Further  increments  would  not  increase  total  value  to  the 
customer,  who  would  prefer  the  incremental  cost  spent  on  price 
reduction.     Of  course,  this  approach  assumes  that  the  bidder  is 
highly  knowledgeable  about  the  customer  preferences  as  to  product  „ 
design  and  the  customer's  willingness  to  trade  off  price  for 
feature  enhancements. 

The  Simmonds  article  is  insightful  regarding  the  design  of 
a  competitive  bidding  system  for  health  care  services.  By 
detailing  the  rational  process  for  bidders  to  trade  off  specific 
services  characteristics  against  each  other  and  against  price  in 
response  to  signals  provided  by  the  purchaser,  it  highlights  the 
importance  of  the  information  provided  to  bidders  in  the  RFP.  As 
discussed  below,  purchasers  can  provide  valuable  direction  to 
bidders  regarding  their  preferences  through  the  information 
provided  in  the  RFP.     The  communication  of  information  to 
bidders,  including  providing  a  sense  of  priority  among  specific 
service  characteristics  and  price,  can  have  a  significant  bearing 
on  the  degree  to  which  bids  are  responsive  to  the  purchaser's 
preferences. 
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COMPETITIVE  BIDDING  LITERATURE 


Applicability  of  Competitive  Bidding  for  Health  Care 

In  this  section  we  first  review  a  recent  paper  which  con- 
siders the  applicability  of  competitive  bidding  to  health  care 
services.     Following  that  we  discuss  several  articles  and  reports 
on  actual  and  planned  use  of  competitive  bidding  for  health 
services,  focusing  primarily  on  the  Arizona  and  California  public 
program  experience. 

In  an  insightful  paper,  Bovbjerg,  Held,  and  Pauly  seek  to 
identify  the  advantages  and  disadvantages  of  use  of  competitive 
bidding  for  health  care,  and  identify  the  circumstances  when  it 
is  most  appropriate   (6) .     The  principal  advantage  of  competitive 
bidding  is  that  it  has  the  potential  of  permitting  a  buyer  to  pay 
a  price  that  just  covers  the  minimum  cost  of  least-cost 
providers,  even  though  the  buyer  had  no  prior  knowledge  on  what 
those  cost  levels  are.     Bovbjerg,  Held  and  Pauly  indicate  that  an 
open  or  "English"  auction,  in  which  offerors  announce  their  bids 
in  an  iterative  fashion,  is  likely  to  result  in  lower  bids  than 
under  a  system  in  which  offerors  submit  sealed  bids.     They  argue 
that,  under  the  sealed  bid  approach,  bids  may  be  submitted  which 
are  above  the  lowest  price  at  which  the  offeror  is  willing  to 
perform  the  work.*    However,  the  authors  state  that  the  sealed 
bid  approach  is  usually  preferred  because  of  "...administrative 
cost  and  convenience,  plus  the  possible  unwillingness  of  firms  to 
participate  in  an  open  auction  bid  ..."    An  additional  and 
possibly  more  important  factor  limiting  the  utility  of  an  open 
auction  for  health  services  is  that  it  may  not  be  compatible  with 
joint  evaluation  of  price  and  qualitative  characteristics  of 
services  offered.     An  open  auction  is  most  suitable  for  the  sale 
of  well  defined  products,  which  are  either  exhibited  at  the 
auction   (e.g.,  paintings)  or  which  do  not  vary  among  samples 
(e.g. ,  bushels  of  wheat  with  specified  characteristics) . 

Bovbjerg,  Held,  and  Pauly  summarize  characteristics  of 
situations  when  competitive  bidding  is  a  "good  idea"  and  "not  so 
good."     This  exhibit,  modified  only  slightly  for  clarification, 
is  reproduced  here  as  Exhibit  1. 

As  noted  by  the  authors,  multiple  sellers  need  not  already 

be  present  in  the  market  for  competitive  bidding  to  work.  If 

significant  barriers  to  entry  into  the  market  do  not  exist  and  if 

there  are  firms  that  can   (and  would  likely)   enter  the  market  in 
_ 

This  opinion  differs  from  that  of  Holt,  cited  earlier,  which 
holds  that  the  uncertainty  about  bids  submitted  by  others 
inherent  under  a  sealed  bidding  system  is  likely  to  result  in  a 
lower  winning  bid. 
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EXHIBIT  1 


WHEN  BIDDING  IS  GOOD  AND  NOT  SO  GOOD  FOR  BUYERS 


Characteristics  of  Environment 


Remark 


Good  Idea  When: 

1.    Buyer's  purchases  are  large 
enough  to  matter  to  sellers. 


1.  This  is  an  absolute  precondition 
for  motivating  sellers  to  submit 
bids. 


2.    Buyer  can  get  better  value 
through  bids  than  through 
market  purchases  at  going  rate, 


Multiple  sellers  exist  and 
cannot  collude. 

Good  or  service  bid  upon  is  a 
standard  item  whose  character- 
istics are  easy  to  specify  and 
whose  quality  can  be  monitored 


2.  If  competitive  prices  prevail  in 
markets,  bidding  cannot  improve 
prices.     But  going  price  may  not 
be  competitive  (i.e.,  at 
marginal  cost)  where  one  or  few 
sellers  dominate  because  of 
entry  restrictions,  natural 
monopoly,  uninformed  or 
unmotivated  consumers.  If 
government  is  the  only  buyer,  no 
true  market  price  will  emerge. 

3.  Needed  to  create  competitive 
bidding.  ~" 

4.  To  get  best  value  from  a  low 
bid,  must  hold  characteristics 
of  goods  or  services  constant. 
Assumes  buyer  wants  constant 
quality. 


or 


Buyer  wants  to  avoid  paying  for 
certain  attributes  of  good  or 
service  desired  by  separate 
user. 


5.  In  practice,  seller  paid  any 
fixed  price  will  tend  to  reduce 
unmonitored  quality.  Motivation 
to  allow  this  exists  only  where 
buyer  differs  from  user  (e.g., 
public  payment  and  private  use 
of  education,  medical  care). 
Normally  applicable  to 
subjective  qualities  public 
buyer  cannot  identify  or 
quantify  (at  least  publicly), 
such  as  user  convenience. 
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EXHIBIT  1  (Cont.) 


WHEN  BIDDING  IS  GOOD  AND  NOT  SO  GOOD  FOR  BUYERS 


Characteristics  of  Environment 


Remark 


Not  So  Good  Idea  When: 


1.    Buyer's  purchases  are  too  small 
to  matter  to  seller. 


2.    Market  price  is  already 
competitive. 


3.    Only  one  or  a  few  sellers 
exist. 


1.  With  no  market  power,  buyer  pays 
prevailing  price.     Public  buyer 
may  try  to  regulate. 

2.  Price  already  equals  marginal 
cost  (including  normal  sized 
profit).     One  clue  that  this  may 
be  true  is  lack  of  "rents"  or 
excess  profits  in  sector. 
Unusually  large  or  unique  order 
may  still  call  for  bids. 

3.  If  buyer  is  large,  it  may  be 
able  to  negotiate  price. 
Bidding  can  only  work  if  new 
entrant  can  start  up  fresh  or 
take  over  existing  seller. 
Winner-take-all  bidding  may 
itself  promote  market  concen- 
tration and  make  future  bidding 
harder  to  conduct. 


4.     Sellers  can  collude. 


4.  Ruins  incentive  to  compete  on 
price.     Overt  anti-competitive 
behavior  can  sometimes  be 
punished,  but  covert  signalling 
is  hard  to  detect. 


5.     Qualities  of  good  or  service 

important  to  the  buyer  cannot 

be  measured,  specified,  and 
enforced. 


5.  Sellers  paid  fixed  prices,  at 
any  level,  tend  to  reduce  cost 
by  lowering  quality.  Especially 
bad  where  all  business  goes  to 
lowest  bidder  for  long  period. 
Mitigated  if  quality-conscious 
users  (different  from  buyer)  can 
choose  among  multiple  providers. 
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response  to  the  opportunity  to  obtain  the  quantity  of  business 
offered  under  the  bidding  system,  the  current  lack  of  numerous 
sellers  in  the  market  may  not  hinder  effective  implementation  of 
competitive  bidding. 

The  second  major  component  of  the  Bovbjerg,  Held,  and 
Pauly  paper  describes  the  necessary  elements  for  implementation 
of  a  bidding  system  for  medical  care.     Four  key  elements  were 
identified  in  the  report,  as  follows: 

•  Meeting  preconditions  for  bidding. 

•  Defining  what  is  bid  on. 

•  Setting  rules  for  the  bidding  process. 

•  Monitoring  results  and  enforcing  standards. 

The  first  element,  meeting  preconditions  for  bidding, 
requires  that  the  market  place  be  an  appropriate  one  for  bidding 
to  occur.     This  means  that  the  market  should  have  multiple 
providers   (or  reasonably  free  market  entry)  and  current  pricing 
above  the  competitive  level.     The  second  element,  defining  what 
is  bid  on,  requires  that  the  design  must  specify  the  dimensions 
of  the  product  that  matter  to  the  buyer  and  the  quantity  desired. 
The  third  element,  setting  rules  for  the  bidding  process, 
involves  choices  made  during  the  system  design  phase  in  order  to 
determine  how  winners  will  be  chosen  and  what  negotiation  will 
occur  on  terms.     The  final  element,  monitoring  and  enforcement, 
includes  system  evaluation  and  control  mechanisms. 

In  their  discussions  of  setting  the  rules  for  the  bidding 
process,  Bovbjerg,  Held  and  Pauly  touch  briefly  on  several 
payment  alternatives  under  the  system.     Each  contractor  selected 

(more  than  one  under  a  multiple  winning  bidder  system)   can  be 
paid  at  the  level  of  its  submitted  bid,  or  at  the  next  lowest  bid 

(Vickrey  approach) ,  or  all  selected  contractors  can  be  paid  at  a 
single  price  that  is  some  combination   (e.g.,  mean)  of  submitted 
bids . 

Use  of  Competitive  Bidding 

Competitive  bidding  for  the  provision  of  health  care 
services  has  been  used  in  Arizona  and  California  during  the 
1980s.     The  Arizona  Health  Care  Cost  Containment  System  (AHCCCS) , 
a  three-year  demonstration  project,  provides  a  comprehensive 
alternative  to  traditional  Medicaid  systems  through  competitive 
bidding  for  health  care  service.     The  AHCCS  system  includes 
inpatient,  outpatient,  pharmacy  and  diagnostic  services.  The 
California  Medicaid  program,  called  Medi-Cal,  uses  modified 
competitive  bidding  to  select  inpatient  care  facilities  to  serve 
Medicaid  beneficiaries.     California  adopted  this  approach  in 
response  to  legislative  imperatives  to  reduce  health  care 
expenditures.     Medi-Cal  used  a  "czar",  with  extensive  authority 
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and  flexibility  to  design  and  implement  a  system  to  negotiate 
contracts,  under  a  system  that  can  best  be  described  as  a 
combination  of  competitive  bidding  and  negotiation.     In  addition 
to  these  existing  programs,  the  Health  Care  Financing 
Administration   (HCFA)     has  proposed  a  bidding  system  for  renal 
dialysis  services.     This  system,  which  has  not  yet  been  demon- 
strated, would  use  a  modified  form  of  price  posting  for  consumers 
instead  of  direct  government  selection  of  winning  bidders. 
Consumers  would  be  allowed  to  keep  a  portion  of  the  savings 
gained  from  the  use  of  lower  priced  providers.     HCFA  is  also 
considering  use  of  a  competitive  bidding  approach  for  clinical 
laboratory  services.     Each  of  these  models  is  described  and 
briefly  evaluated  in  this  section. 

Arizona  Experience 

The  Arizona  legislature  developed  AHCCCS  in  1981  as  an 
alternative  to  traditional  Medicaid  systems.     At  that  time, 
Arizona  was  the  only  state  which  did  not  have  an  operating 
Medicaid  program  to  provide  services  for  indigent  citizens. 
AHCCCS  was  established  as  a  demonstration  to  test  health  care 
financing  reforms,  including  competitive  bidding  systems.  The 
program  received  HCFA  funding  to  test  the  viability  of  similar 
competitive  bidding  systems  for  other  Medicaid  programs.  As 
developed  by  the  state  legislature,  the  program's  methods  to 
contain  costs  included  the  following: 

•  Primary  care  physicians  acting  as  gatekeepers. 

•  Prepaid  capitated  financing. 

•  Cost-sharing  by  consumers. 

•  Limitations  on  consumer  freedom  of  choice. 

•  Limitations  on  federal  contributions. 

•  A  competitive  bidding  process  to  select  the 
providers  who  would  participate   (9) . 

The  Arizona  legislation  allowed  a  variety  of  health  care 
providers  to  participate  in  the  bidding  process:       HMOs,  IPAs, 
county  facilities,  hospitals,  and  private  organizations. 
Provider  groups  were  allowed  to  bid  for  the  provision  of  any  or 
all  of  needed  inpatient,  outpatient,  pharmacy,  and  diagnostic 
services.     The  bidders  were  required  to  develop  separate  monthly 
per-capita  rates  for  each  of  the  following  groups  involved:  those 
covered  under  Aid  to  Families  with  Dependent  Children   (AFDC) , 
disabled,  blind,  aged,  and  medically  indigent.     In  addition,  bids 
for  county  employees,  state  employees,  and  private  sector 
employees  were  solicited.     Bidders  were  asked  to  specify  the 
maximum  number  of  eligibles  they  could  serve  if  awarded  a  con- 
tract.    Bidders  were  notified  that  they  would  be  selected  on  the 
basis  of  a  composite  bid  constructed  by  state  officials;  however, 
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the  method  of  constructing  the  bid  composite  was  not  revealed 
until  after  winners  were  selected.     The  composite  consisted  of  a 
weighted  average  of  bids  for  the  separate  population  groups. 

Bids  were  evaluated  on  a  county-by-county  basis,  with  the 
state  seeking  to  select  multiple  winning  bidders  for  each  county. 
Winning  bidders  were  awarded  one-year  contracts  at  the  rates 
which  were  stated  in  the  bids.     AHCCCS  received  113  bids, 
including  39  full-service  ones,  by  the  deadline  of  August  6,  1982 
(8) .  Each  of  the  counties  had  at  least  one  full-service  bid 
submitted,  with  seven  for  Maricopa  County   (Phoenix)  and  five  for 
Pima  County   (Tucson) .     Direct  negotiations  with  bidders  were 
prohibited  by  state  law,  but  voluntary  price  reductions  were 
requested  in  six  counties.     On  September  9,  AHCCCS  accepted  the 
final  bids  and  awarded  contracts  to  the  winners.     The  state  did 
not  require  bidders  to  develop  formal  agreements  with  their 
expected  subcontractors  prior  to  bidding.     Most  of  the  necessary 
subcontracts  were  successfully  negotiated,  but  one  winning  bidder 
in  Apache  County  had  to  withdraw  when  it  encountered  difficulties 
in  subcontracting  for  required  services. 

The  design  of  AHCCCS  called  for  a  private  administrator 
selected  by  competitive  bidding  to  have  responsibility  for 
program  implementation.     This  administrator  was  to  provide 
technical  assistance  to  bidders,  assist  bidders  in  forming  health 
care  consortiums,  develop  a  standard  contract  format  and  a 
quality  control  system,  collect  financial  evaluations  on 
providers,  develop  rules  and  regulations  for  adjusting  bid 
categories,  and  establish  rules  for  provider  renewal.  The 
administrator  was  to  be  assisted  by  staff  of  the  Arizona 
Department  of  Health  Services.     The  legislature's  decision  to 
divide  responsibility  for  program  administration  between  a 
private  administrator  and  a  state  agency  was  due  to  the  desire  to 
avoid  development  of  a  substantial  interest  group  within  a  state 
agency.     Such  interest  groups  might  have  supported  program 
extension  beyond  the  three-year  demonstration  period,  regardless 
of  actual  program  results.     In  addition,  some  legislators 
believed  that  better  management  expertise  was  available  in  the 
private  sector  than  in  the  public  sector   (9) . 

Between  November,  19  81,  and  May,   1982,  selection  of  the 
private  administrator  by  competitive  bidding  and  recruitment  of 
Department  of  Health  Services  staff  occurred.     Dr.  Henry  Foley 
was  selected  as  the  individual  to  direct  Department  of  Health 
Services  responsibility  for  AHCCCS  and  to  select  the  private 
administrator.     Dr.  Foley  was  the  former  director  of  the  Health 
Resources  Administration  in  the  U.S.  Department  of  Health  and 
Human  Services   (DHHS) .     The  RFP  for  a  private  administrator  was 
developed  and  resulted  in  six  bids.     The  McAuto  Group  won  the 
contract,  assuming  its  responsibilities  on  June  1,   1982.  While 
administrative  staff  were  being  selected,  program  rules  and 
regulations  were  being  developed.     First,  provider  input  was 
sought  by  an  invitation  to  participate  in  drafting  rules  and 
regulations.     Next,  a  working  draft  was  developed  and  meetings 


held  for  comment.     During  these  meetings,  providers  reacted 
negatively  to  the  draft.     Since  the  revisions  would  have  been 
time-consuming,  a  set  of  emergency  regulations  was  issued  in  May 
until  final  revisions  could  be  completed. 

During  June  and  July  of  1982,  McAuto  developed  an  RFP  for 
bidders  to  contract  for  the  provision  of  medical  services.  The 
intention  to  make  multiple  awards  in  each  county  was  announced, 
so  that  bidders  would  not  be  competing  to  be  the  sole  provider  in 
a  county.     Population  groups  for  bid  construction  were  defined, 
and  providers  were  notified  of  past  utilization  rates  for  the 
groups.     At  this  time,  bidder  conferences  were  held  to  explain 
procedures  for  bidding  and  discuss  utilization  data  provided.  In 
addition,  McAuto  developed  a  detailed  written  protocol  to 
evaluate  bids. 

In  September  of  1982,  winning  bidders  were  announced  and 
the  process  of  enrolling  eligibles  with  providers  was  begun.  In 
counties  with  multiple  winners,  enrollees  were  free  to  choose 
their  preferred  provider  from  among  the  winners.  Although 
October  was  targeted  for  final  enrollment  and  the  start  of 
service  provision,  several  setbacks  occurred.     The  state  was 
accused  of  mismanaging  enrollment,  counties  were  accused  of 
biasing  enrollments  in  favor  of  their  own  facilities,  and 
numerous  lawsuits  were  threatened.     AHCCCS  had  the  power  to 
assign  eligibles  who  did  not  select  a  winning  provider  during 
September.     However,  enrollment  difficulties  delayed  this 
assignment  until  November.     Services  were  delivered  to  the  - 
enrolled  population  who  had  chosen  providers,  beginning  in 
October. 

Christianson,  et  al. ,  evaluated  the  Arizona  competitive 
bidding  experience  and  identified  specific  problems   (9) .  First, 
the  authors  state  that  the  short  time  frame  established  by  the 
legislature  resulted  in  problems  of  program  design  and 
implementation.     AHCCCS  had  little  time  to  explore  alternative 
strategies  and  their  implications.     They  were  forced  to  proceed 
with  plans  which  had  not  been  fully  examined.     Also,  the  fact 
that  final  rules  and  regulations  were  not  available  to  providers 
before  their  placement  of  bids  increased  bidders'  uncertainty 
dramatically.     Christianson,  et  al.  believe  that  an  ideal 
competitive  bidding  system  would  allow  sufficient  time  for  each 
finished  function  to  feed  into  other  functions  in  a  complementary 
manner.     In  addition,  some  extra  time  should  be  included  in  the 
implementation  plan  for  dealing  with  unanticipated  problems,  such 
as  the  enrollment  lawsuits  encountered  in  Arizona.     These  authors 
also  believe  that  subcontracting  difficulties  encountered  could 
have  been  handled  better  if  more  time  had  been  available.     On  the 
other  hand,  a  longer  implementation  schedule  may  have  resulted  in 
the  development  of  powerful  special  interest  groups  or  coalitions 
which  might  have  exerted  considerable  political  pressure  during 
the  process. 


14 


Christianson,  et  al.  ,  also  questioned  the  use  of  different 
individual  bid  prices  to  reimburse  different  providers   (9) .  They 
state  that  this  example  of  price  discrimination  could  reward 
providers  for  "gaming"  the  system.     As  discussed  earlier,  a 
provider  who  had  lower  costs  than  its  competitors  could  try  to 
increase  profits  by  submitting  bids  based  on  more  than  their  true 
costs.     The  authors  believe  this  could  be  avoided  by  reimbursing 
all  providers  at  the  level  of  the  highest  winning  bid.  Under 
this  single-price  approach,  there  would  be  less  incentive  for 
inflating  bid  prices.  However,  such  an  approach  might  appear 
wasteful  to  program  administrators  or  be  politically  unpopular. 

As  Christianson,  et  al.  ,   stated,  one  of  the  strengths  of 
AHCCCS  is  its  use  of  multiple  winners  in  as  many  counties  as 
possible   (9).     This  practice  increases  consumer  choice,  allowing 
enrollees  to  choose  conveniently  located  providers  or  a  preferred 
style  of  care.     In  Arizona,  the  legislature  wanted  eligibles  to 
have  a  choice  between  private  sector  and  government  agency 
providers.     Although  excess  system  capacity  resulted  from  this 
practice,  that  result  may  not  be  undesirable.     Excess  capacity 
can  serve  as  a  hedge  against  failure  of  one  provider.  When 
backup  providers  are  available,  contract  enforcement  can  be 
enhanced  by  the  ability  to  threaten  removal  of  enrollees  from  the 
noncompliant  contractor.     If  a  provider  is  found  to  be 
under-serving  its  clients,  the  alternative  capacity  to  serve 
eligibles  would  already  be  in  place   (9) . 

Kirkman-Lif f ,  et  al. ,  consider  a  number  of  factors  in 
their  study  of  AHCCCS  bidder  behavior   (24) .     In  a  model  developed 
to  explain  behavior  in  bid  price  determination  for  indigent 
medical  care,  some  relevant  factors  are  examined.     This  model 
states  that  potential  loss  of  patients  experienced  as  a  result  of 
contract  denial  will  affect  bid  prices,  as  will  the  initial 
financial  position  of  the  bidder,  and  the  expected  number  of 
competitors.     Actual  cost  of  medical  care,  number  of  enrollees, 
expected  investment  return,  and  administrative  costs  are  major 
factors  in  providers'  price  determinations.     While  provider 
reaction  to  a  competitive  bidding  system  may  at  first  be  highly 
uncertain,  Kirkman-Lif f,  et  a_l.  ,  expect  that  bidders  will  gain 
sophistication  over  time. 

According  to  Christianson,  the  bidder's  objective  is  "... 
to  maximize  expected  profits  subject  to  risk  constraints...  over 
the  entire  expected  life  of  the  bidding  process."    (8)  Established 
HMOs,  new  IPAs,  county  governments,  and  rural  hospitals  were 
studied  by  Christianson  for  their  reactions  to  competitive 
bidding.     While  all  these  types  of  providers  acted  to  maximize 
their  chances  of  selection,  they  did  so  in  different  ways  and  for 
different  reasons.     Established  HMOs  followed  a  low  price,  low 
capacity  bidding  strategy.     Membership  by  large  numbers  of 
indigent  patients  could  have  reduced  their  attractiveness  to 
private  employment  groups.     New  IPAs  followed  a  low  price,  large 
capacity  bidding  strategy.     The  IPAs  wanted  to  break  even  at  the 
beginning  of  the  program,   later  tapping  the  long-range  potential 
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of  state  and  county  employee  groups.     County  government  operated 
medical  facilities  hoped  that  winning  bids  would  result  in  a 
continued  flow  of  patients  to  their  facilities.     These  counties, 
therefore,  offered  low  price,   full  capacity  bids.  Rural 
hospitals  could  retain  control  over  utilization  and  possibly  gain 
new  patients  by  winning  contracts.     These  hospitals  thus  offered 
to  serve  large  numbers,  but  at  a  high  price  due  to  uncertainty 
factors. 

While  the  implementation  of  Arizona ',s  AHCCCS  program 
appears  to  have  been  successful  in  terms  of  attracting  bidders 
and  selecting  providers  for  each  county,  operationally  the 
program  has  been  plagued  with  charges  of  fraud  and  inadequate 
care  to  enrollees.     In  September,  1983,  American  Medical  News 
(25)   reported  that  the  Federal  Bureau  of  Investigation  and  the 
Inspector  General's  Office  of  the  U.S.  Department  of  Health  and 
Human  Services  were  investigating  allegations  of  fraud  and 
bid-rigging.     A  State  Senator  who  was  involved  in  the  passage  of 
AHCCCS  legislation  was  reported  to  have  possible  financial  ties 
with  an  IPA  which  won  contracts  in  13  of  Arizona's  15  counties. 
Local  newspapers  accused  him  of  conflict  of  interest  in  accepting 
private  consulting  fees  from  one  of  the  IPA's  board  members.  The 
McAuto  Group,  which  won  the  AHCCCS  management  contract,  was 
linked  with  the  Bradford  National  Corporation,  which  had  pleaded 
guilty  of  defrauding  the  U.S.  Department  of  Defense  of  $750,000 
in  1981.     Bradford  had  been  sold  to  McAuto,  a  division  of 
McDonnell  Douglas  Corporation.     Quality  concerns  developed  out  of 
reports  by  HCFA  that  a  "generally  substandard"  level  of  care  was 
delivered  to  enrollees.     Dr.  Jeffrey  Schwimmer,  who  resigned  the 
AHCCCS  medical  director's  position  after  two  months,  claimed  that 
patients  were  being  bounced  from  one  provider  to  another  and 
sometimes  dumped  back  to  county  facilities   (25) . 

Arizona's  Governor  Babbitt  admitted  during  media 
interviews   (28)   that  the  state  had  made  "a  lot  of  mistakes"  with 
AHCCCS,  including  a  "too  rapid"  implementation  and  the  failure  to 
adequately  monitor  quality  and  costs.     He  asserted  that  the  state 
was  trying  to  correct  its  errors  and  had  hired  a  new  director  to 
head  the  program.     Babbitt  reported  that  AHCCCS  prepayment 
portion  costs  had  risen  only  4  percent  last  year,  compared  with 
11  percent  nationally.     The  Governor  said  that  the  state  should 
be  given  another  year  "to  make  the  thing  work".     There  are 
currently  180,000  AHCCCS  enrollees  in  19  plans  selected  by 
competitive  bids.     The  federal  government,  which  covers  part  of 
the  cost  of  care  for  Medicaid  enrollees  and  the  entire  cost  for 
16,000  Native  Americans,  has  given  the  state  a  commitment  to 
renew  the  waiver  needed  to  operate  AHCCCS.     Arizona  will  thus 
have  more  time  to  address  problems  with  its  competitive  bidding 
system   (28) . 

California  Experience 

California  is  a  key  example  of  a  state  that  has  taken  an 
innovative  approach  toward  cost  containment  through  the  use  of  a 
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modified  competitive  bidding  system.     In  June  of  1982, 
legislation  passed  which  reformed  both  Medi-Cal  (California's 
Medicaid  program)  and  private  sector  health  care  by  introducing 
competitive  forces  to  the  market.     This  legislation  established 
the  following: 

1.  Creation  of  a  one-year  position  in  the  Governor's 
Office  of  the  Special  Health  Care  Negotiator   (GOSHN)  to 
be  a  prudent  purchaser  of  inpatient  services  for  the 
Medi-Cal  population  by  using  selective  contracting; 

2.  Authorization  of  the  Department  of  Health  Services  to 
enter  into  selective  contracts  with  noninstitutional 
providers  for  Medi-Cal  services;  and 

3.  Authorization  of  selective  contracts  between  private 
insurance  companies  or  nonprofit  hospital  plans  and 
"preferred  providers"  to  encourage  private  consumers  to 
use  lower-cost  providers  under  contract   (37) . 

The  GOSHN  prudent  purchaser's  role  was  to  use  a 
combination  of  competitive  bidding  and  negotiation  to  develop 
contracts  with  the  most  cost-effective  group  of  health  care 
providers  available  for  Medi-Cal  service  provision.     The  expected 
result  of  the  system  was  the  introduction  of  price  competition  to 
the  health  care  market.     The  development  of  preferred  provider 
groups  was  intended  to  prevent  shifting  Medi-Cal  service  costs  to 
other  payor  groups,  as  might  occur  if  all  providers  were 
pressured  to  render  services  to  Medi-Cal  patients  at  low  rates. 
Also,  discounts  to  private  insurance  groups  were  expected  to  be 
offered  by  providers  who  were  assured  of  utilization  by  those 
groups.     Supporters  of  the  Medi-Cal  selective  contracting  system 
expected  these  results: 

•  Medi-Cal  inpatient  costs  to  be  reduced  by  $100  million 
in  the  first  year. 

•  Increases  in  private  insurance  costs  to  be  reduced. 

•  Health  care  providers  to  become  more  price  conscious. 


•    Competition  among  providers  to  be  increased   (37) . 

The  Medi-Cal  reforms  were  not  without  their  critics.  Concerns 
were  expressed  regarding  quality  of  care,  accessibility, 
conflicts  between  hospitals  and  physicians,  and  possible 
elimination  of  services  which  were  medically  effective  but  not 
low  in  cost   (38)  . 

The  Chief  Negotiator,  or  "Medi-Cal  Czar",  was  given  broad 
powers  to  establish  procedures  and  regulations  necessary  to 
develop  a  system  for  selective  contracting.     The  Medi-Cal  Czar 
was  exempt  from  many  of  the  usual  state  procedures  for  public 
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review  and  comment.     According  to  Zimmerman,    (38)   "Thus,  it  is 
the  person  -  not  the  office  —  who  is  defining  the  basic 
direction  of  California's  efforts  to  introduce  price  competition 
into  the  medical  marketplace..."      The  individual  selected  to 
fill  the  role  of  Medi-Cal  Czar  was  William  Guy,  past  president  of 
Blue  Cross  of  Southern  California.     Guy  was  chosen  because  he  was 
experienced  with  the  California  health  care  market,  was  willing 
to  serve  for  a  limited  period  of  one  year,  and  intended  to  leave 
the  state  at  the  end  of  the  year.     He  established  a  small  staff 
of  highly  professional  assistants  who  could  work  with  the 
non-bureaucratic  style  he  preferred.     At  the  end  of  his  one-year 
term,  the  czar  was  to  be  replaced  by  the  formation  of  a 
California  Medical  Assistance  Commission   (CMAC) . 

The  Medi-Cal  selective  contracting  system  was  not  strictly 
competitive  bidding,  but  also  contained  elements  of  negotiation. 
The  contracting  process  was  conducted  in  the  absence  of  an  RFP  to 
hospitals,  because  this  was  considered  unnecessarily  time 
consuming.     The  program  legislation  even  mentioned  contract 
negotiations  in  addition  to  a  bidding  process  as  structural 
elements.     Although  information  available  on  the  secret 
contracting  process  is  limited,  a  number  of  program  elements  can 
be  analyzed  for  their  contribution  to  the  program's  success. 

Guy's  first  task  was  to  assemble  a  staff  of  professionals 
who  could  bring  relevant  health  care  experience  to  the 
contracting  process.     Guidelines  for  selecting  personnel  included 
an  understanding  of  current  health  care  reimbursement  system 
forces,  an  idea  of  hospital  administration  and  relationships,  a 
sense  of  the  resources  available  in  areas,  an  understanding  of 
hospital  finances,  knowledge  of  beneficiary  needs,  and 
familiarity  with  the  roles  of  health  care  policy  makers   (29) . 
After  assembling  this  experienced  group  of  health  care  experts, 
Guy  began  to  structure  the  contracting  process.  First, 
negotiation  areas  were  defined  based  upon  Health  Facility 
Planning  Areas   (HFPAs)   as  used  by  Health  Systems  Agencies   (HSAs) . 
These  areas  were  selected  because  of  California's  experience  with 
HFPAs  under  federal  programs  such  as  Hill-Burton  and 
Comprehensive  Health  Planning.     Data  on  population,  travel  time, 
and  health  service  delivery  patterns  in  the  HFPAs  were  readily 
available.     California's  137  HFPAs  were  next  grouped  into  four 
distinct  "phases"  which  would  constitute  the  basis  for 
contracting  activities.     The  phases  were  each  further  broken  down 
into  three  or  four  "waves"  which  would  enable  synchronized 
delivery  of  initial  letters  to  all  general  acute  care  hospitals 
in  an  area. 

Each  synchronized  wave  of  hospital  negotiations  followed 
the  same  pattern  in  the  contracting  process.     First,  an  initial 
letter  informing  hospitals  of  the  beginning  of  area  negotiations 
and  inviting  them  to  respond  within  ten  days  was  delivered. 
Hospitals  which  sent  no  response  or  negative  response  were 
designated  as  noncontracting.     Next,  those  hospitals  responding 
positively  were  invited  to  first  meetings  in  Sacramento  with 
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GOSHN  staff.     First  meeting  objectives  included  a  chance  for  the 
hospitals  to  learn  about  the  contracting  system  and  for  the 
negotiators  to  gain  an  understanding  of  each  hospital  and  its 
needs.     Each  hospital  was  asked  to  submit  data  for  the  first 
meeting  on  costs  and  utilization.     The  first  meeting  consisted  of 
a  single  negotiator  meeting  with  a  single  hospital's 
representatives,  who  could  include  the  administrator,  legal 
staff,  board  members,  medical  staff,  and  planning  staff.  After 
the  first  meetings  were  conducted,  second  meetings  were  arranged 
to  allow  the  hospital  to  present  and  interpret  its  offer  of  terms 
and  prices,  and  to  give  the  hospital  feedback  on  the  offer's 
acceptability. 

Most  negotiation  activity  occurred  during  the  second 
meeting.     The  objective  was  to  end  the  meeting  with  a  solid  offer 
that  the  negotiator  could  rely  upon  in  terms  of  price  and 
non-price  factors.     Within  seven  days  of  the  second  meeting, 
hospitals  were  asked  to  submit  "best  and  final"  offers  of  all 
inclusive,  per  diem  rates  and  terms  to  the  negotiator. 
Occasionally,  hospitals  were  contacted  b^  phone  for  clarification 
of  this  offer.     The  negotiator,  who  by  this  time  had  already 
conducted  area  wide  analyses  of  health  care  needs,  could  quickly 
interpret  offers  in  relation  to  these  needs.     Formal  review  of 
offers  only  occurred  after  all  in  that  wave  had  been  received  in 
writing.     The  final  offers  were  analyzed  by  weighing  price  and 
non-price  criteria,  such  as  beneficiary  access,  service 
efficiency,  specialty  services,  and  fraud  or  abuse  protections. 
A  systematic  attention  to  these  criteria  indicated  an  effort  to 
be  objective   (22) .     Section  14083  of  the  Institutions  Code 
specified  the  non-price  factors  which  had  to  be  considered  in 
evaluating  offers.     Ultimately,  an  area  was  closed  by  informing 
hospitals  of  the  contracting  decisions. 

Negotiations  for  Medi-Cal  contracts  began  in  major 
metropolitan  areas,  including  Los  Angeles,  San  Francisco, 
Sacramento,  and  San  Diego.     There  were  several  reasons  for  this 
strategy.     First,  these  areas  represented  significant  consumption 
of  Medi-Cal  services.     Los  Angeles  County  alone  accounted  for 
over  20  percent  of  gross  Medi-Cal  expenditures.     Another  reason 
was  the  ability  to  use  these  urban  areas  an  an  example  to  the 
rest  of  the  state  that  the  negotiators  were  serious  about 
containing  costs.     The  San  Francisco  negotiations  were  so 
intensely  competitive  that  two  hospitals  which  did  not  win 
contracts  brought  lawsuits  against  GOSHN.     These  suits  were  later 
dropped  when  negotiations  were  reopened  and  both  hospitals  won 
contracts,  but  the  stage  had  already  been  set  for  hospitals  in 
other  areas  of  the  state  to  respect  the  "czar". 

At  the  end  of  the  first  year  of  Medi-Cal  competitive 
bidding  experience,  67  percent  of  all  hospitals  which  had 
submitted  "best  and  final"  offers  won  contracts.     Rates  and  terms 
of  agreements  are  confidential,  but  Guy  estimated  that  $238 
million  would  be  saved  in  FY  1983-84.     Negotiations  were  not 
conducted  in  some  rural  areas  which  had  only  one  or  a  few  small 
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hospitals.     In  July,   1983,  after  one  year  as  Medi-Cal  Czar, 
William  Guy  left  his  position  as  planned.     He  was  replaced  by  the 
new  California  Medical  Assistance  Commission   (CMAC)  which  assumed 
responsibility  for  future  negotiations.     Contracts  created  under 
Guy's  guidance  were  intended  to  be  perpetual,  with  a  mutual  120 
day  termination  clause.     In  order  to  change  any  rates  or  terms,  a 
hospital  would  have  to  terminate  and  renegotiate  a  new  contract. 

The  National  Governors'  Association   (NGA)   sponsored  a 
study  of  the  impacts  of  Medi-Cal  contracting  upon  16  sample 
hospitals,  including  both  contract  and  non-contract  facilities 
(22) .     By  interviewing  members  of  the  governing  board  and 
administration  at  these  hospitals,  a  survey  of  reactions  to 
competitive  bidding  was  compiled.     Almost  every  hospital 
interviewed  had  sought  to  obtain  a  Medi-Cal  contract.  In 
preparing  for  the  negotiations,  most  hospitals  studied  their 
historical  Medi-Cal  utilization  through  billing  reviews.     In  many 
cases,  the  development  of  new  computer  software  or  even 
acquisition  of  additional  hardware  was  necessary  to  accommodate 
changing  internal  data  needs.     Through  study  of  past  utilization 
and  costs,  negotiating  prices  were  developed.     Most  of  the 
institutions  developed  cost  estimates  based  upon  fixed  and 
variable  cost  elements  so  they  could  develop  a  minimum  per  diem 
rate.     Data  on  market  shares,  patient  origins,  and  diagnoses  were 
utilized  in  an  attempt  to  classify  the  Medi-Cal  population.  Few 
hospitals  reported  using  outside  consultants  to  develop  price 
estimates. 

Sample  hospitals  which  were  awarded  contracts  developed 
new  management  approaches  to  handle  the  changing  environment 
(22) .     NGA  reports  that  administrators  seemed  to  have  new  powers 
in  relation  to  the  board  and  medical  staff  due  to  the  need  to 
meet  contract  terms.     A  commitment  to  cost-consciousness  usually 
resulted.     In  many  cases,  staff  layoffs,  flexible  budgeting, 
reduction  of  nurse  hours  and  denial  of  new  equipment  requests 
were  used  as  cost-cutting  strategies.     As  the  legislature  had 
hoped,  cost-cutting  rather  than  cost-shifting  was  the  response  to 
selective  contracting.     NGA  observed  that  "...  as  a  fundamental 
survival  strategy  in  a  competitive  marketplace,  cost  shifting  is 
no  longer  considered  a  viable  option." (22)     The  development  of 
preferred  provider  organizations   (PPOs)  was  most  likely 
instrumental  in  controlling  possible  cost  shifting.     PPOs,  which 
offered  services  by  contract  at  lower  than  usual  charges,  quickly 
proliferated  once  authorized  by  legislature. 

Ensign  and  Mayerhofer   (16)   reviewed  the  expected  impacts 
of  Medi-Cal  contracting  upon  California  hospitals,  stating  "Even 
if  contracting  as  envisioned  by  these  bills  is  only  a  2-year 
experiment,  it  may  take  10  years  for  the  industry  to  adjust  and 
recover."      The  immediate  reaction  to  PPO  legislation  was  a 
reduction  in  private  pay  premiums  available  to  subsidize  Medi-Cal 
rates.     Hospitals  were  forced  to  resort  to  open  competition  for 
business  at  a  marginal  rate.     Ensign  and  Mayerhofer  concluded 
that  contracting  signaled  the  end  of  retrospective  cost 
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reimbursement,  required  hospitals  to  determine  actual  cost  of 
care,  and  forced  further  expansion  to  be  financed  through 
productivity  gains  or  cost  reduction. 

Quality  of  care  under  the  Medi-Cal  contracting  system 
became  an  important  concern  due  to  the  possibility  that  a 
provider  paid  at  a  reduced,   fixed  per  diem  rate  might  reduce  the 
level  and  quality  of  care  given  to  a  patient.     The  key  issue  is 
whether  only  wasteful  medical  practices  are  eliminated,  or 
quality  and  access  are  reduced  as  providers  try  to  maximize 
profits   (37) .     Quality  includes  not  only  the  type  of  care 
delivered  to  the  patient,  but  also  elements  such  as  historic 
relationship  between  hospital  and  community  and  availability  of 
specialty  services  for  enrollees.     The  possibility  of  "two- 
tiered"  care  delivery  could  have  resulted  from  establishment  of 
separate  Medi-Cal  wings  and  rooms,  a  practice  discouraged  by  the 
program. 

One  negative  result  of  Medi-Cal  contracting  was  a  decline 
in  continuity  of  care,  particularly  when  patient  transfer  was 
involved.     A  death  in  a  non-contract  hospital  allegedly  occurred 
because  transfer  rules  were  either  not  clear  or  not  followed 
(22) .     In  another  case,  a  death  occurred  in  a  contract  hospital 
when  it  was  not  prepared  to  handle  a  surgical  emergency. 
Transfer  difficulties  were  not  rare  under  the  new  Medi-Cal 
system,  as  hospitals  disagreed  over  patients'  conditions  and 
ability  to  withstand  transfer.     A  few  patients  were  "caught  in 
the  middle"  between  hospitals  which  could  not  agree  on  how  to 
proceed.     Contract  hospitals  sometimes  accused  noncontract 
hospitals  of  "dumping"  patients  into  their  facilities.     It  is 
clear  that  firm  guidelines  for  inter-facility  cooperation  are 
needed  to  insure  continuity  of  care.     However,  the  role  of 
physicians  in  ordering  admission  and  transfer  of  patients  gives 
them  as  much  influence  as  hospitals  upon  transfer  processes.  In 
some  cases,  contract  hospitals  declined  to  offer  temporary 
admitting  privileges  to  physicians,  stalling  the  admissions 
process   (22) . 

Bellavita  of  the  University  of  California-Berkeley  has 
examined  the  early  effects  of  Medi-Cal  contracting  on  the  state's 
poor   (3) .     Some  hospitals  feared  becoming  "Medi-Cal  hospitals"  or 
having  their  medical  staff  quality  lowered  by  open  staffing 
requirements.     Bellavita  observed  that  many  hospitals  apparently 
wanted  to  buy  time  to  assess  the  impacts  of  contracting  upon 
their  facility,  so  they  entered  the  competition  for  contracts. 
Hospitals  with  cancellable  contracts  would  be  in  better  position 
than  hospitals  with  no  contracts. 

One  primary  impact  upon  Medi-Cal  clients  was  the  need  to 
be  redirected  to  facilities  which  they  had  not  used  previously. 
In  San  Francisco,   40  percent  of  the  Medi-Cal  population  had  to 
change  hospitals   (3) .     The  per  diem  reimbursement  rate  did  not 
allow  for  case  severity,  so  the  potential  exists  for  underusing 
expensive  -services  while  extending  the  length  of  stay  for 
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low-cost  patients.     Bellavita  observes  that  if  excess  hospital 
capacity  disappears,  hospitals  that  treat  the  poor  may  be  able  to 
fix  prices  to  the  state.     He  found  that  hospitals  would  not 
"compete"  for  patients  who  were  sickest  and  most  expensive  to 
hospitals . 

A  summary  of  hospital  reactions  to  Medi-Cal  contracting 
was  prepared  by  Donald  Johnson,  editor  of  Modern  Healthcare   (23) . 
Johnson  stated  that  hospital  executives*  concerns  included  the 
following: 

•  Being  locked  into  Medi-Cal  contracts  because  they 
cannot  afford  to  lose  the  Medi-Cal  patient  volume. 

•  Medical  staffs  revolting  against  the  requirement  of 
open  staff  privileges. 

•  Antitrust  difficulties  resulting  from  groups  of 
hospitals  jointly  bidding  for  Medi-Cal  contracts. 

•  Underestimating  hospital  costs  and  having  to 
operate  at  a  loss  under  a  fixed  contract. 

•  Rising  liability  insurance  premiums  for  protection 
under  open  physician  staffing   (23) . 

Johnson  reported  that  hospital  managers  flocked  to  seminars  held 
by  law  firms  and  accounting  firms.     Some  of  these  firms  had 
developed  checklists  to  aid  in  Medi-Cal  negotiation  procedures. 
Delays  on  a  HCFA  waiver  from  Social  Security  Act  requirements 
gave  hospitals  extra  time  to  set  up  strategies  for  the 
negotiation  process.     Since  the  system  was  designed  to  obtain 
quick  results  through  use  of  the  Medi-Cal  czar,  any  delay  was 
beneficial  to  hospitals. 

There  are  currently  250  California  hospitals  providing 
Medi-Cal  services  under  contract.     Iglehart   (21)   reports  that 
California's  political  leaders  are  pleased  with  the  program's 
savings  but  are  interested  in  making  further  reforms. 
Contracting  hospitals  feel  somewhat  squeezed  by  a  legislative 
decision  not  to  raise  net  Medi-Cal  inpatient  payments  for  the 
current  fiscal  year.     Special  concerns  of  teaching  hospitals, 
which  rely  upon  Medi-Cal  patients  for  clinical  education  as  well 
as  revenue,  are  receiving  increased  attention.     The  director  of 
California's  Department  of  Health  Services,  Peter  Rank,  said 
there  is  "a  crisis  of  decision  on  how  to  treat  teaching 
hospitals."    (21)     The  most-discussed  reform,  a  possible  move 
toward  capitated  rates  to  replace  per  diem  rates  for  Medi-Cal 
recipients,  has  bi-partisan  support  in  the  state  legislature. 
But  U.S.  Representative  Henry  Waxman  expressed  his  opposition  to 
a  capitated  system,   saying  "I  remember  so  well  the  disastrous 
results  of  the  PHP   [prepaid  health  plan]   fiasco  in  the 
mid-1970 ' s . "    (21)     Public  hospitals  also  opposed  capitation, 
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believing  that  greater  strain  would  be  placed  upon  their  limited 
resources . 

Cost  Containment  Experience  in  Arizona  and  California 

Although  it  is  still  too  early  to  obtain  verified 
estimates  of  cost  savings  under  competitive  bidding  systems  in 
Arizona  and  California,  some  general  observations  can  be 
developed.     Selective  contracting  and  competitive  bidding  are 
ways  to  use  latent  but  powerful  competitive  market  forces  to 
reduce  prices  and  costs  in  the  health  care  market.  Bidding 
systems  can  make  control  of  expenditures  a  high  priority  to  both 
payors  and  providers.     In  California,  the  competitive  approach  to 
selecting  contractors  has  apparently  caused  price  competition 
among  neighboring  hospitals  and  changes  in  health  care  management 
approaches.     Hospital  departments  are  now  under  greater  pressure 
to  provide  services  more  efficiently  and  more  cost  effectively 
than  under  cost  reimbursement  or  other  more  liberal  payment 
policies. 

At  the  outset  of  the  competitive  contracting  program  for 
Medi-Cal,  Guy  projected  that  $200  million  would  be  saved  in  the 
first  year.     The  first  public  estimate  of  actual  savings  was  $238 
million  for  FY  1983-84,  exceeding  previous  estimates   (22).  This 
estimate  was  not  publicly  scrutinized  but  did  have  California 
Department  of  Finance  approval.     Since  1983-84  was  the  first  year 
of  the  new  system,  both  hospitals  and  negotiators  were  still 
learning.     Results  in  subsequent  years  will  be  affected  by  the 
actual  patient  mix,  volume  of  use  and  hospital  costs  experienced 
under  selective  contracting.     Some  hospitals  may  find  their 
Medi-Cal  contract  rates  too  low  to  continue  service  in  future 
years.     Increased  sophistication  in  estimating  costs  and 
negotiating  rates  may  also  evolve,  affecting  prices  to  the  state. 
The  replacement  of  Guy  by  the  nine-member  commission  will  also 
have  some  as  yet  unknown  effects  on  contracting  effectiveness; 
however,  giving  an  individual  czar  long-term  sweeping  powers 
would  pose  political  risks  to  the  state. 

As  pointed  out  by  Zimmerman,  a  precise  estimation  of  the 
impact  of  selective  contracting  on  California  hospital  expend- 
itures is  not  feasible  due  to  the  occurrence  of  other  simul- 
taneous changes  in  Medi-Cal  policies   (38) .  Several  changes  made 
it  more  difficult  for  individuals  to  qualify  for  Medi-Cal  eligi- 
bility, including  elimination  of  special  income  deductions  for 
aged,  blind  and  disabled  persons,  elimination  of  three-month 
retroactive  eligibility  for  medically  indigent  adults,  and  the 
transfer  of  27,000  medically  indigent  adults  to  county  responsi- 
bility.    Because  the  composition  of  the  Medi-Cal  patient  popu- 
lation was  changed  by  these  new  eligibility  rules,  comparisons  of 
pre-contracting  and  post-contracting    state  expenditures  for 
hospital  care  will  not  provide  a  true  estimate  of  the  financial 
consequences  of  competitive  contracting. 
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Arizona  has  virtually  no  basis  for  comparison  of  the 
financial  consequences  of  competitive  bidding  upon  the  state, 
since  there  was  no  statewide  Medicaid  program  before  AHCCCS. 
According  to  Christianson ,  the  achievement  of  cost-containment 
through  a  competitive  bidding  system  will  depend  upon  system 
design  elements  and  how  well  they  address  issues  important  in 
health  care.     For  example,  the  selection  of  winning  providers 
requires  policy-makers  to  compare  different  and  possibly 
conflicting  objectives  such  as  cost-containment  and  adequate 
quality  of  care    (9) . 

Competitive  Bidding  Proposal  for  Renal  Dialysis 

The  Health  Care  Financing  Administration   (HCFA)  recently 
developed  a  proposal  to  implement  competitive  bidding  for  the 
purchase  of  renal  dialysis  services   (6) .     Two  demonstration  site 
areas,  Riverside,  California  and  Denver,  Colorado,  have  been 
selected  for  implementation  of  this  competitive  bidding 
demonstration.     The  proposed  model  incorporates  several 
innovative  design  concepts  which  are  intended  to  promote  program 
cost  savings  and  greater  cost-consciousness  for  end  stage  renal 
diseased   (ESRD)  participants.     These  concepts  are  the  use  of 
multiple  "winning"  bidders,  permitting  users  to  choose  among  the 
"winners"  and  rewarding  users  with  part  of  the  cost  savings  (to 
HCFA)   resulting  from  choosing  the  lower  priced  providers.  Users 
would  still  be  free  to  choose  non-winning  bidders  .for  services, 
but  would  not  receive  any  reward  if  they  did  so.     Freedom  of 
choice  to  users  would  thus  be  unhindered,  but  the  reward  system 
would  provide  users  with  incentives  to  choose  lower-cost 
providers . 

The  system  proposed  by  HCFA  for  ESRD  patients  would  be  a 
voluntary  one  for  both  providers  and  users.     As  such,  there  would 
be  no  true  "losing"  bidders,  only  ones  who  had  bid  prices  high 
enough  to  result  in  no  reward  to  users  and  thus  discourage  their 
use.     The  "winning"  bidders  would  consist  of  those  with  prices 
below  the  composite  rate  for  home  and  facility  dialysis.  Users 
of  the  winning  bidders  would  receive  incentive  payment  equal  to 
70  percent  of  the  difference  between  the  composite  rate  for 
free-standing  units  and  the  bid  price.     If  the  free-standing 
composite  rate  were  $100  per  dialysis  and  a  particular  facility 
bid  $90,  the  user  would  thus  receive  a  $7  incentive  payment  for 
the  service.     The  user's  20  percent  copayment  would  also  be 
reduced  by  $2,   for  a  total  incentive  of  $9  to  use  the  $90 
provider  instead  of  the  $100  provider. 

The  incentive  structure  of  the  renal  dialysis  bidding 
proposal  contains  some  interesting  twists  on  the  usual  ones  found 
in  competitive  bidding  theory.     For  example,  the  incentives  for 
providers  to  submit  lower  bids  are  somewhat  weakened  by  the  fact 
that  high  bidders  will  continue  to  be  able  to  provide  services  to 
Medicare  participants.     In  addition,  the  reward  system  for  users 
will  be  effective  only  if  users  are  willing  to  change  providers 
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in  exchange  for  the  incentive  payment.     If  providers  do  not 
perceive  this  willingness,  they  will  not  make  low  bids  to  attract 
new  users.     Concomitantly,  only  those  users  who  value  the 
incentive  payment  as  much  or  more  than  the  amenities  which  may 
accompany  higher  priced  care  will  have  an  interest  in  changing 
providers.     The  primary  advantage  of  this  type  of  bidding  system 
is  to  make  consumers  and  providers  aware  of  cost  versus  benefit 
choices,  without  limiting  consumer  choice. 

Competitive  Bidding  for  Laboratory  Services 

In  1975,  the  New  York  City  Department  of  Health  attempted 
to  restructure  the  provision  of  clinical  laboratory  services  to 
Medicaid  recipients  through  a  system  of  competitive  bidding   (30) . 
The  City's  Department  of  Health  planned  to  centralize  laboratory 
testing  by  choosing  through  competitive  bidding  a  single 
laboratory  in  each  of  the  five  boroughs  to  provide  services  to 
Medicaid  recipients. 

Between  1970  and  1975,  New  York  City  experienced  a 
quadrupling  of  Medicaid  expenditures  for  laboratory  services, 
despite  the  eligible  population  and  reimbursement  rates  remaining 
unchanged.     The  City  decided  that  it  needed  to  halt  this  rapid 
increase  in  expenditures.     It  was  widely  known  that  kickback 
arrangements  between  laboratories  and  referring  physicians 
existed  and  were  difficult  to  eliminate  through  prosecution.  The 
system  of  selecting  centralized  laboratories  needed  to  address 
this  practice  and  attempt  to  reduce  it. 

The  mechanism  chosen  to  contain  expenditures  for 
laboratory  services  was  a  competitive  bidding  system  which  would 
use  two  price  quotations:  a  maximum  aggregate  fee  and  a  unit 
price  for  each  test.     The  maximum  aggregate  fee  was  a  ceiling 
price  which  established  the  total  price  for  provision  of  all 
clinical  laboratory  services  in  a  borough.     If  the  bidder 
exceeded  the  maximum  aggregate  fee,  all  additional  tests  would  be 
provided  free  of  charge.     The  unit  price  was  a  single  fixed 
charge  for  each  lab  test  performed,  regardless  of  the  test  type. 
Under  the  dual  pricing  system,  the  winning  bidder  was  provided 
with  incentives  to  reduce  the  volume  of  testing   (which  had  been 
growing  rapidly)  and  to  seek  to  use  single,  less  costly  tests, 
where  appropriate,  instead  of  more  costly  tests. 

Laboratory  service  providers  reacted  to  this  proposed 
system  by  organizing  a  mass  boycott  of  the  bidding  process  and 
seeking  to  halt  implementation  through  litigation.     Despite  the 
boycott,  seven  laboratories  did  submit  bids.     Bidding  results 
were  dramatic.     The  maximum  New  York  City  aggregate  bid  of 
successful  bidders  was  $5.7  million,  which  would  have  saved  $6 
million,  or  about  50  percent  of  the  city's  expenditures  at  that 
time  for  laboratory  services   (30) . 

After  bids  were  received,  New  York  City's  efforts  to 
implement  the  system  were  thwarted  by  successful  legal  arguments 
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from  laboratories  that  antitrust  law  and  Title  XIX  (Medicaid) 
guarantee  of  freedom-of-choice  requirements  were  violated. 

Under  the  Federal  Omnibus  Budget  Reconciliation  Act  of 
1981,  states  can  now  obtain  waivers  from  "freedom-of-choice" 
requirements  of  Medicaid  in  order  to  select  providers  to  serve 
enrollees.     California  received  such  a  waiver  for  its  Medi-Cal 
modified  competitive  bidding  system.     New  York  City's  attempt  to 
implement  competitive  bidding  for  laboratory  testing  shows  that 
the  cost  savings  under  competitive  bidding  can  be  substantial. 

Competitive  Bidding  Proposal  for  Laboratory  Services 

The  Center  for  Health  Policy  Studies   (CHPS)  developed, 
under  contract  to  HCFA,  several  alternative  competitive  bidding 
system  designs  for  clinical  lab  services   (14) .     In  developing 
bidding  system  alternatives,  CHPS  evaluated  a  number  of  factors 
related  to  implementation  of  competitive  bidding  by  Medicare  and 
Medicaid  programs.     These  included  Medicare  and  Medicaid  freedom 
of  choice  requirements. 

Based  on  consideration  of  HCFA's  cost  containment  and 
quality  assurance  objectives  for  the  competitive  bidding  systems 
and  analyses  of  the  relevant  issues  and  potential  problems 
related  to  the  design  of  competitive  bidding  systems,  alternative 
models  were  developed  and  evaluated. 

Two  primary  competitive  bidding  system  models  were  recom- 
mended for  implementation  as  part  of  a  multi-site  Medicare 
demonstration.     These  are  a: 

•  Multiple  winning  bidders  system. 

•  Contractual  fee  schedule  system. 

Under  the  multiple  winning  bidder   (MWB)   system,  several 
labs  would  be  selected  as  winning  bidders  in  an  area,  thus 
providing  physicians  and  beneficiaries  with  some  choice  of  lab 
under  the  system.     The  contractual  fee  schedule   (CFS)  approach 
allows  the  use  of  all  Medicare  licensed  labs  that  contractually 
agree  to  a  Medicare  fee  schedule  and  other  conditions  of 
participation.     Within  these  two  primary  bidding  system  types, 
payment  practices  can  vary  among  demonstration  sites. 

These  systems  were  judged  attractive  and  more  appropriate 
for  Medicare  than  single  winning  bidder  systems.     The  two  systems 
are  more  compatible  with  Medicare  freedom  of  choice  requirements 
and  rely  on  competition  within  the  system  to  help  assure  adequate 
levels  of  quality  and  service.     Beneficiaries  and  physicians  are 
not  required  to  use  a  specific  lab  and  there  is  minimal  risk  of 
monopoly  or  poor  quality  service,  because  of  the  option  to  choose 
another  lab. 


26 


The  Multiple  Winning  Bidder  System 


Four  versions  of  the  MWB  system  were  recommended  for 
implementation  in  Medicare  demonstrations.     They  each  have  the 
following  common  characteristics: 

•  Medicare  deductibles  are  not  used  in  paying  for  lab 
services  provided  by  winning  bidders. 

•  Winning  bidders  must  accept  all  Medicare  lab 
testing  on  an  assigned  basis.     Payment  is  made 
directly  to  the  lab.     No  option  exists  for  billing 
the  patient  or  physician. 

•  Tests  performed  in  a  physician  office  lab  are 
covered  services.     Physician  can  accept  or  refuse 
to  accept  assignment. 

•  Tests  performed  in  a  non-winning  bidder,  hospital 
lab  are  covered  services.     Hospital  can  accept  or 
refuse  to  accept  assignment.     Benefit  payments  are 
lower  than  for  winning  bidders. 

•  Payment  is  made  to  the  physician  only  for  lab  tests 
performed  by  the  physician's  office  lab. 

•  Physician  is  not  paid  for  drawing  a  specimen  if  the 
physician  performs  the  test  or  if  it  is  performed 
by  a  non-winning  bidder. 

•  Lab  work  done  by  a  hospital  lab  for  hospital  out- 
patient  (patient  receives  other  hospital  services) 
would  not  be  covered  under  the  competitive  bidding 
system,  but  would  be  paid  using  existing  Medicare 
payment  methodologies. 

The  four  versions  of  the  MWB  system  recommended  for  imple- 
mentation vary  with  respect  to  payment  for  services  provided  by 
non-winning  independent  labs,  use  of  coinsurance  and  whether 
non-winning  bidders  can  accept  assignment. 

Under  all  versions  of  the  MWB  system,  HCFA  would  develop  a 
relative  value  scale   (RVS)   for  laboratory  tests.     Offerors  would 
submit  as  a  bid  a  single  price  factor  to  be  applied  to  each  of 
the  relative  values  in  the  RVS  for  specific  lab  tests.  Each 
selected  lab's  price  factor  multiplied  by  the  number  of  relative 
value  units  for  each  test  would  be  the  basis  of  Medicare  payment 
to  each  contracting  lab. 

Contractual  Fee  Schedule  System 

The  second  type  of  bidding  system  recommended  for 
implementation  was  the  Contractual  Fee  Schedule.     Under  the  CFS 
system,  the  bidding  system  sponsor  offers  to  contract  with  all 
Medicare  certified  labs   (independent  and  hospital)   to  provide  lab 
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services  to  Medicare  beneficiaries.     Contracting  labs  select 
themselves  as  "winning  bidders"  under  the  system  by  contractually 
agreeing  to  accept  the  amounts  specified  in  a  fee  schedule 
developed  by  the  program  sponsor.     In  addition,  there  may  be 
other  requirements  in  the  contract  related  to  claims  submission, 
coding,  and  quality  assurance. 

What  distinguishes  the  CFS  system  model  from  traditional 
bidding  system  models  is  that  labs  do  not  compete  to  be  selected 
as  winning  bidders.     It  is  the  most  "open"  of  the  competitive 
bidding  systems  examined,  least  likely  to  be  disruptive  of  the 
existing  structure  of  the  lab  industry  and,  unless  many  labs  in 
the  area  refuse  to  participate,  provides  the  patient  and 
physician  with  the  greatest  choice  of  labs.     However,  under  the 
CFS  system,  lab  prices  would  not  be  determined  through  any 
competitive  bidding  mechanism,  but  would  be  set  by  the  bidding 
program  sponsor. 

Two  versions  of  the  CFS  System  were  proposed  for  testing 
as  part  of  Medicare  demonstrations.     They  differ  in  regard  to 
whether  services  provided  by  non-contracting  labs  are  covered 
services.     Common  features  to  both  versions  of  the  CFS  system  are 
the  following: 

•  Medicare  deductibles  and  copayments  are  not  used  to 
pay  for  lab  services  provided  by  contracting  labs. 

•  Contracting  labs  must  accept  all  Medicare  lab 
testing  on  an  assigned  basis.     Payment  is  made 
directly  to  the  lab.     No  option  exists  for  billing 
the  patient  or  physician. 

•  Tests  performed  in  a  physician  office  lab  are 
covered  services.     Physician  can  accept  or  refuse 
to  accept  assignment. 

•  Tests  performed  in  a  non-contracting  hospital  lab 
are  covered  services.     However,  the  Medicare 
benefit  payment  is  substantially  less  than  when 
contracting  labs  are  used.     Hospital  can  accept  or 
refuse  to  accept  assignment. 

•  Payment  is  made  to  the  physician  only  for  lab  tests 
performed  by  the  physician's  office  lab. 

•  Physician  is  not  paid  for  drawing  a  specimen  if  the 
physician  performs  the  test  or  if  it  is  performed 
by  a  non-contracting  lab. 

•  Lab  work  done  by  a  hospital  lab  for  hospital 
outpatient   (patient  receives  other  hospital 
services)  would  not  be  covered  under  the 
competitive  bidding  system,  but  would  be  paid  using 
existing  Medicare  payment  methodologies. 
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•  Identification  of  problems  associated  with  the 
existing  Medicare  and  Medicaid  payment  approaches 
and  means  of  eliminating  those  problems  under 
competitive  bidding. 

•  Approaches  to  assuring  adequate  levels  of  quality 
and  patient  accessibility. 

•  Potential  for  system  promoting  laboratory 
monopolies . 

•  Incentives  to  induce  attractive  laboratory  bids. 

In  1984,  legislation  was  enacted  which  changed  the 
Medicare  method  of  payment  for  clinical  laboratory  services  to  a 
fee  schedule  approach.     Under  the  fee  schedule  program,  which 
closely  resembled  the  CFS  approach  developed  under  the  CHPS 
project,  independent  and  physician  office  labs  are  paid  60 
percent  of  Medicare  Part  B  prevailing  charges,  while  hospital 
labs  are  paid  at  62  percent  of  charges.     HCFA  officials  have 
indicated  plans  to  implement  several  of  the  multiple  winning 
bidder  systems  as  part  of  Medicare  demonstrations,  although  no 
official  decision  has  been  announced  at  this  time. 

Competitive  Bidding  Proposal  for  Nursing  Home  Service 

Hogan  has  developed  a  modified  competitive  bidding  model 
for  nursing  home  care   (19)  .     The  model  utilizes  linear 
programming  in  a  mathematical  framework,  which  incorporates 
elements  such  as  service  quality  ratings,   service  proposals 
submitted  by  nursing  homes,  the  state's  nursing  home  budget 
level,  and  the  number  of  nursing  homes  in  the  market.     Hogan  uses 
Wisconsin  to  illustrate  how  his  model  could  be  used  as  a 
reimbursement  system.     Each  of  the  approximately  400  existing 
nursing  homes  would  submit  service  plans  consisting  of  the 
service  proposals  for  each  level  of  care  and  accompanying  prices. 
The  results  of  licensure  surveys  would  be  compiled  as  measures  of 
service  ratings.     Hogan  estimates  that  100,000  data  points  each 
year,  relating  to  many  facets  of  each  institution's  service 
characteristics,  would  need  to  be  processed  in  order  to  implement 
this  system.     The  costs  of  processing  and  programming  this  data 
would  be  significant.     The  actual  bidding  process  would  occur  in 
two  steps.     First,  each  nursing  home  would  submit  its  service 
plans.     The  service  plans,  budget  requests   (prices) ,  and  service 
ratings  would  generate  the  bidding  model.     The  second  step  would 
be  to  hold  a  meeting  of  all  nursing  home  administrators  so  that 
payment  rates  could  be  adjusted,  based  on  service  plans  and 
service  quality  ratings  as  determined  by  the  linear  programming 
model. 

Hogan 's  model  appears  to  be  more  of  a  simultaneous 
equation,  nursing  home  rate  determination  model  than  a 
competitive  bidding  model,  as  suggested  rates  are  determined  by 
the  linear  programming  model  rather  than  independently  by  each  of 
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the  nursing  homes.     It  is  also  deficient,   from  a  practical 
perspective,  in  identifying  and  considering  capacity  constraints 
which  are  important  in  many  localities.     However,  the  model  may 
have  some  value  in  suggesting  a  methodology  to  comparatively  rate 
bidders'  multi-dimensional  service  and  quality  of  care  character- 
istics as  part  of  a  competitive  bidding  system. 

Competitive  Bidding  for  Home  Health  Services 

Experience  with  competitive  bidding  for  home  health 
services  has  been  limited  to  date.     What  little  experience  does 
exist  is  mostly  of  the  type  in  which  an  HMO  contracts  for  home 
health  services  as  part  of  its  service  plan  for  beneficiaries. 
This  pattern  appears  to  be  changing  now.     Some  state  Medicaid 
programs  have  recently  explored  the  possibility  of  using 
competitive  bidding  to  purchase  home  care  services  for  their 
eligible  populations.     It  appears  that  some  of  this  recent 
activity  has  been  associated  with  new  options  made  possible 
through  2175  Freedom  of  Choice  and  2176  Community  Care  Waivers 
under  the  Omnibus  Budget  Reconciliation  Act  of  1981.  Competitive 
bidding  for  home  care  has  also  occurred  in  conjunction  with  Title 
XX  of  the  Social  Security  Act,  although  services  provided  through 
this  federal  block  grant  to  states  tend  to  emphasize  personal  and 
social  services  rather  than  health  care. 

Medicaid  Home  Care  Bidding 

Ohio  and  Utah  are  known  to  have  requested  freedom  of 
choice  waivers  for  the  implementation  of  competitive  bidding  for 
home  care  services.     While  Utah  decided  to  delay,  possibly 
indefinitely,  movement  in  this  direction,  Ohio  progressed  toward 
development  of  a  working  system.     The  Ohio  system,  called 
Passport,  was  planned  to  be  used  in  conjunction  with  2176  waivers 
for  community  care   (17) .     Of  the  two  regions  chosen  for 
implementation  of  this  system,  one  included  the  Columbus 
metropolitan  area,  while  the  other  included  a  six-county  rural 
area.     The  system  uses  single  winning  bidders  for  each  type  of 
service  provided  to  program  beneficiaries.     A  case  management 
model,  in  which  an  individual  selects,  coordinates,  and  arranges 
for  services  to  be  provided  to  users,  is  employed  by  this  system. 
User  freedom  of  choice  was  considered  a  minor  issue  since  case 
managers  would  be  responsible  for  provider  selection  even  if 
competitive  bidding  was  not  used.     Services  covered  by  the  system 
included  nursing  care,  home  health  aide,  homemaker,  physical 
therapy,  occupational  therapy,  speech  therapy,  home  delivered 
meals,  respite  care,  and  adult  day  care.     Units  of  service  used 
for  bidding  and  payment  were  generally  per  hour  of  service. 

The  Central  Ohio  Area  Agency  on  Aging  was  responsible  for 
implementing  the  competitive  bidding  system  in  the  Columbus  area. 
According  to  the  director  of  that  agency   (32) ,  the  system  was 
implemented  as  follows.     First,  the  bid  packet,  including  an  RFP 
and  service  specifications,  was  distributed  to  agencies  and 
organizations  interested  in  participating.     The  deadline  for 
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receipt  of  proposals  was  June  12,   1984.     On  that  day,  proposals 
were  opened  and  publicly  read.     The  proposals  were  reviewed  for 
completeness  and  scored  according  to  a  number  of  criteria, 
including  reputation  with  community  health  professionals,  client 
care  and  service  management,  administration,  and  unit  cost.  In 
order  to  develop  an  indication  of  provider  quality  and 
reputation,  a  number  of  local  discharge  planners  were  asked  to 
rate  the  applicants.     Bids  for  each  service  type  were  evaluated 
separately,  and  awards  of  contracts  determined  by  a  set  formula 
for  weighing  service  criteria  as  follows: 

•  References  from  consumers  and 
community  professionals  15% 

•  Client  care  and  service 

management  35% 

•  Administration  15% 

•  Unit  cost  35% 

The  service  specifications  included  with  the  bid  packet 
distributed  to  providers  were  explicit  in  terms  of  identifying 
means  of  service  provision.     Each  service  was  separately  defined, 
unit  of  service  specified,  administrative  duties  delegated, 
activities  of  direct  service  personnel  listed,  reporting 
instructions  identified,  and  an  ethical  code  established.  In 
addition,  each  agency  was  required  to  complete  a  questionnaire 
identifying  their  experience,  ownership,  staffing,  service  area, 
training  practices,  and  evaluation  methods.     The  home  delivered 
meal  service  specifications  even  listed  the  menu  to  be  used  for 
bidding  purposes.     While  this  high  degree  of  specification  could 
appear  excessive,  problems  such  as  those  the  GAO  found  with  the 
Title  XX  program,    (examined  later  in  this  section)   indicate  that 
such  measures  may  be  necessary  to  protect  against  fraud  and 
abuse. 

The  bidding  results  of  the  Columbus  experience  are 
consistent  with  most  theories  on  competition.     It  was  observed 
that  "the  bidding  was  only  as  good  as  the  competition,"  or  the 
lowest  bid  prices  were  received  for  services  and  areas  where  many 
providers  were  located  and  chose  to  participate   (32)  .     In  the 
Ohio  demonstration,  this  area  was  the  Columbus  metropolitan 
region.     It  was  reported  that  bid  prices  for  the  rural  areas  were 
much  higher,  since  only  one  or  two  providers  were  competing. 
While  the  participating  agencies  included  all  types  from 
voluntary  and  nonprofit  to  chain  and  proprietaries,  it  was  felt 
that  the  bidding  system  process  posed  the  greated  threat  to  the 
VNAs.     The  traditional  VNAs  understood  the  area,  but  were 
unaccustomed  to  competition.     More  bids  were  received  for  health 
care  services  than  for  personal  care,  respite  care,  and  day  care, 
possibly  reflecting  historical  reimbursement  emphasis  and  areas 
most  familiar  to  providers. 
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Ohio's  home  care  competitive  bidding  system,  also  known  as 
Passport,  began  providing  services  to  beneficiaries  in  August  of 
1984.     The  program  is  directed  toward  serving  persons  who  are 
financially  eligible  for  Medicaid  and  determined  as  needing 
Intermediate  Care  Facility   (ICF)   services.     The  intention  is  to 
serve  these  individuals  at  home  rather  than  in  an  institution. 
The  program  uses  case  management  in  order  to  provide  a  neutral 
party  to  determine  service  needs.     No  formal  evaluation  of  the 
Passport  program  has  been  performed  yet,  but  informal  quality 
assurance  is  the  responsibility  of  case  managers  at  this  time.  A 
formal  evaluation  was  planned  to  begin  in  1985,  after  the  program 
had  been  in  operation  for  one  year. 

Title  XX  Bidding 

Title  XX  of  the  Social  Security  Act,  now  the  Social 
Services  Block  Grant  program,  provides  funds  to  states  for  use  in 
activities  such  as  child  day  care,  protective  and  emergency 
services,  family  planning,  home-based  services  for  the  elderly 
and  disabled,  transportation,  and  information  and  referral 
services.     Some  states  have  used  competitively  bid  contracts  for 
provision  of  home  care  under  Title  XX  of  the  Social  Security  Act. 
Methodologies  for  bidding  varied  from  state  to  state,  and  no 
single  source  is  available  on  the  types  of  bidding  used  for  this 
block  grant  program.     A  report  prepared  by  the  General  Accounting 
Office   (GAO)  on  the  program  identified  a  number  of  deficiencies 
(33) .     Primary  among  them  was  the  general  lack  of  a  clear 
contract  statement  of  work,  including  little  or  no  product 
specification.     Because  of  this,  the  Title  XX  experience  was  less 
than  cost-effective.     For  instance,  some  states  simply  reimbursed 
for  all  costs  billed  to  them  by  the  winning  bidders  since  they 
could  not  determine  if  contractors  had  met  their  commitments. 
The  GAO  concluded  that  proper  product  specification  was  necessary 
to  insure  success  of  this  program. 
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COMPETITIVE  BIDDING  EXPERIENCE 


The  previous  section  reviewed  the  small  number  of  competi- 
tive bidding  programs,  both  those  actually  implemented  and  those 
proposed  for  implementation,  that  were  described  and  evaluated  in 
the  health  research  literature.     In  this  section  we  review  the 
design  and  experience  of  additional  competitive  programs  which 
have  not  been  reviewed  in  the  literature.     Their  design 
characteristics  and  experience  may  provide  insight  into  both 
desirable  and  undesirable  features  of  competitive  bidding 
programs  for  health  services.     The  review  also  indicates  some  of 
the  complexities  involved  in  the  design  of  programs  with  multiple 
and  to  some  extent  conflicting  objectives. 

This  review  of  competitive  bidding  experience  is  not 
intended  to  be  exhaustive.     It  reflects  primarily  information 
obtained  by  the  Center  for  Health  Policy  Studies   (CHPS)  in 
assisting  several  private  third-party  payors  implement  new  health 
care  service  procurement  programs.     It  also  reflects  the 
experience  gained  by  CHPS  in  conducting  a  HCFA  sponsored  project 
to  design  competitive  bidding  programs  for  clinical  laboratory 
services  for  the  Medicare  and  Medicaid  programs   (14) .     In  some 
cases,  only  sketchy  information  is  available  about  the  bidding 
system.     In  other  cases,  more  complete  information  is  available, 
including  the  RFP  used  and  estimates  of  savings  under  the 
program. 

This  review  of  competitive  bidding  programs  is  divided 
into  two  sections:  competitive  bidding  for  laboratory  testing  and 
competitive  bidding  for  hospital  services. 

Competitive  Bidding  for  Clinical  Laboratory  Testing 

Several  of  the  competitive  bidding  systems  examined  are 
for  clinical  laboratory  testing,  primarily  because  competitive 
bidding  has  been  more  extensively  used  for  laboratory  testing 
than  for  other  health  care  services.     Laboratory  testing  has  a 
number  of  characteristics  which  make  it  suitable  for  competitive 
bidding.     Some  of  these  characteristics  are: 

•  Relatively  low  capital  requirements  to  enter  the 
market  and  to  expand  into  new  markets  - 
laboratories  need  not  open  extensive  testing 
facility  in  new  area;  can  ship  specimens  for 
testing  to  existing  facilities  elsewhere. 

•  Numerous  competing  providers  in  most  larger 
markets . 

•  Relatively  well  defined  product   (i.e.,  specific 
laboratory  tests) . 
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Health  Maintenance  Organization   (HMO)   Sponsored  Programs 

Closed  panel  model  HMOs   (HMOs  that  serve  enrolled 
beneficiaries  in  one  or  a  small  number  of  HMO  operated  clinics) 
have  relatively  non-complicated  requirements  for  clinical  lab 
testing.     The  HMO  requires  a  laboratory  in  its  clinic  to  perform 
relatively  common  tests   (can  perform  itself  or  contract  out 
management  of  the  laboratory)   and  outside  laboratory  services  for 
more  complex  or  esoteric  testing.       HMOs  often  contract  out  to 
perform  one  or  both  of  these  groups  of  services,  sometimes  using 
competitive  bidding  to  select  the  contractor.     Where  competitive 
bidding  is  used,  laboratory  test  quality  as  defined  by  various 
technical  criteria  accepted  in  the  industry,  along  with  price  and 
adequacy  of  service,  are  usually  the  primary  contractor  selection 
criteria. 

An  Individual  Practice  Association   (IPA)  model  HMO  has 
more  complex  laboratory  testing  requirements.     Specimens  have  to 
be  collected  from  numerous  physician  locations.     The  laboratories 
must  be  acceptable  in  terms  of  quality  and  service  to  the  IPA, 
and  also  to  the  many  IPA  participating  physicians.     Several  IPAs 
have  used  competitive  bidding  to  select  a  laboratory  rather  than 
to  allow  participating  physicians  each  to  choose  his  or  her  own 
laboratory.     The  discussion  of  competitive  bidding  use  by  IPAs 
for  laboratory  services  which  follows  reflects  discussions  with 
and  information  provided  by  three  IPAs  regarding  their  own 
experiences,  and  discussions  with  two  large  laboratories  which 
have  contracted  with  IPAs  under  competitive  bidding  programs. 

Under  IPA  sponsored  competitive  bidding  programs,  the  IPA 
generally  selects  a  single  laboratory  to  serve  its  members' 
needs,  and  uses  a  capitation  payment ^mechanism  to  pay  for 
laboratory  testing.     Some  Gatekeeper    model  IPAs  allow  the 
primary  care  physician  to  assume  financial  responsibility  for 
laboratory  testing;  the  physician  is  paid  capitation  for  tests 
performed  in  the  physician's  office  and  for  tests  sent  out  to  a 
laboratory  of  the  physician's  choice. 

The  primary  criteria  for  laboratory  selection  under  IPA 
sponsored  competitive  bidding  have  tended  to  be: 

•  Price. 

•  Accessibility  -  service. 

•  Administrative  capability. 

•  Quality. 


*In  a  Gatekeeper  model  IPA,  enrollees  are  required  to  select  a 
specific  primary  care  physician  who  becomes  responsible  for 
providing  all  primary  care  services;  all  specialist  services,  and 
indirectly,  hospital  services,  must  be  approved  by  the  primary 
care  physicians  in  order  to  be  covered  under  the  program. 
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Accessibility  and  service  are  often  defined  in  terms  of 
the  laboratory's  capability  to  provide  daily  specimen  collection 
services  for  all  participating  physician  office  locations,  and  to 
report  results  on  a  timely  basis — for  routine  tests,  within  24 
hours.     Administrative  capability  has  typically  referred  to  the 
ability  to  maintain  accurate  records,  to  bill  on  a  timely  and 
accurate  basis  and  to  use  data  processing  which  is  compatible 
with  the  existing  data  processing  system  of  the  IPA.     In  a  recent 
RFP  used  by  a  Midwestern  IPA,  most  of  the  discussion  of  selection 
criteria  and  performance  requirements  under  the  program  related 
to  data  reporting  requirements  and  data  processing  system 
requirements.     While  quality  of  laboratory  testing  is  almost 
always  mentioned  in  the  RFP,  the  need  to  maintain  Medicare 
certification  status  is  sometimes  the  only  explicit  requirement 
mentioned.     A  proxy  often  used  for  accessibility,  service,  and 
laboratory  test  quality  is  whether  the  laboratory  currently 
serves  a  sizeable  proportion  of  local  area  physicians. 

IPA  cost  experience  under  competitive  bidding  has  been 
favorable.     In  all  cases  we  are  aware  of,  laboratory  costs  have 
been  reduced  under  competitive  bidding,  generally  by  20  to  60 
percent.     In  several  cases,  we  were  told  by  bidding  system 
sponsors  and/or  laboratories  submitting  bids  that  bids  were 
submitted  below  the  marginal  cost  of  providing  the  required 
services  in  order  to  obtain  the  non-IPA  business  of  participating 
physicians.     In  addition  to  obtaining  laboratory  testing  at  lower 
cost,  an  additional  advantage  to  the  IPAs  was  the  ability  to  pay 
for  testing  on  a  scheduled,  predictable  basis  rather  than  on  a 
fiscally  unpredictable,   fee-for-service  basis. 

As  indicated,  under  most  competitive  bidding  programs,  the 
IPA  selects  a  single  winning  bidder   (rather  than  multiple  winning 
bidders  among  whom  physicians  may  choose)   to  provide  laboratory 
testing  for  its  members.     In  some  cases,  there  has  been  physician 
dissatisfaction  with  test  quality  or  service  provided  by  the 
winning  bidder.     Instances  have  occurred  of  contracts  being 
terminated  before  the  end  of  the  contract  period.     An  additional 
problem  identified  by  a  large  national  laboratory  firm  with 
several  IPA  contracts  is  the  practice  of  physicians  submitting 
laboratory  tests  for  non-IPA  patients  under  the  IPA  capitation 
contract,  and  presumably  billing  the  patient  for  the  tests. 

Overall,  IPAs  which  use  competitive  bidding  seem  to  be 
satisfied  with  it  as  a  cost-effective  approach  to  purchasing 
laboratory  testing.     While  there  sometimes  have  been  problems 
with  levels  of  quality  or  service  under  the  program,  we  are  not 
aware  of  any  IPA  that  has  abandoned  use  of  competitive  bidding 
for  laboratory  testing  after  it  has  been  initially  used. 

Hospital  Contracting  for  Laboratory  Testing 

Among  the  earliest  and  more  frequent  users  of  competitive 
bidding  are  hospital  group  purchasing  programs.     Groups  of 
hospitals  have  for  many  years  used  competitive  bidding  to 
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purchase  hospital  supplies,  often  at  prices  substantially  below 
prevailing  prices.     Hospital  group  purchasing  -  program  experience 
with  competitive  bidding  led  to  its  use  in  the  purchase  of 
clinical  laboratory  tests.     In  1980,  hospitals  in  Cleveland 
joined  together  to  develop  a  competitive  bidding  program  to 
purchase  sophisticated  laboratory  tests  from  large  reference 
laboratories.     These  are  tests  which  individual  hospitals  do  not 
routinely  perform  in  their  own  laboratories.     In  1982,  30 
hospitals  in  New  Jersey  formed  a  group  to  implement  a  competitive 
bidding  program  for  the  purchase  of  laboratory  services.     The  New 
Jersey  program  was  relatively  sophisticated  in  several  respects. 
It  sought  to  satisfy  each  participating  hospital's  very 
significant  concerns  about  the  level  of-  laboratory  test  quality 
and  service  under  the  contract.     Hospital  concerns  about  test 
quality  were  addressed  by: 

•  Including  detailed  technical  specifications  of 
quality  assurance  procedures  that  were  required 
under  the  contract. 

•  Having  each  hospital  identify  the  potential  bidders 
who  were  acceptable  to  the  hospital,  from  a  list  of 
ten  laboratories  invited  to  bid.     Only  those 
laboratories  identified  by  a  specific  hospital 
could  be  selected  under  the  competitive  bidding 
system  for  that  hospital. 

The  group  of  hospitals  also  wanted  to  assure  potential 
bidders  that  there  would  be  substantial  test  volume  under  the 
contract,  thus  seeking  to  induce  laboratories  to  submit 
attractive  bids.     Each  hospital  was  required  to  submit  a 
statement,  signed  by  its  laboratory  director,  which  committed  it 
to  purchase  specific  tests   (identified  by  the  hospital)   from  the 
selected  winning  bidder,  along  with  projected  volume  of  those 
tests.     Under  the  bidding  program,  the  laboratory  which  submitted 
the  lowest  bid   (weighted  average  for  listed  procedures  for  each 
hospital)   among  those  laboratories  acceptable  to  the  hospital  was 
selected  as  the  winning  bidder  for  that  hospital.     A  total  of 
three  laboratories  were  selected  as  winning  bidders  to  serve  the 
group  of  thirty  hospitals. 

Prior  to  implementation  of  the  competitive  bidding  system, 
hospitals  had  individually  negotiated  average  discounts  of  30 
percent  from  reference  laboratory  price  lists.     Under  the 
competitive  bidding  program,  weighted  average  prices  are  reported 
to  be  42  percent  below  those  previously  paid  by  the  hospitals. 
To  a  large  extent,  the  sophisticated  and  innovative  nature  of  the 
New  Jersey  program  reflects  the  considerable  experience  of  the 
New  Jersey  Hospital  Association  group  purchasing  program  which 
assisted  in  designing  and  implementing  the  program.     The  New 
Jersey  hospital  competitive  bidding  program  for  laboratory 
reference  tests  is  regarded  as  highly  successful  by  its 
participants . 
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Federal  Courts  Purchase  of  Drug  Abuse  Testing 


The  Administrative  Office  of  the  United  States  Courts 
(U.S.  Courts)  has  the  responsibility  to  conduct  drug  abuse 
testing  for  persons  who  are  on  probation,  pre-trial  release, 
parole,  or  mandatory  release,  and  who  are  under  the  supervision 
of  the  United  States  probation  system  (2).     In  August  of  1983,  as 
in  previous  years,  the  U.S.  Courts  issued  an  RFP  to  select  two 
clinical  laboratories  to  perform  the  required  testing,  one  for 
the  eastern  and  one  for  the  western  portion  of  the  United  States. 
The  required  work  under  the  contract  is  to  test  urine  specimens, 
which  are  sent  to  the  laboratory  through  the  mail,  for  the 
presence  of  selected  illegal  drugs. 

The  U.S.  Courts,  not  being  part  of  the  Executive  Branch  of 
the  Federal  Government,  are  not  required  to  comply  with  Federal 
procurement  regulations,  as  are  HCFA  and  other  Federal  executive 
office  agencies.     This  allows  the  U.S.  Courts  greater  flexibility 
in  implementing  a  competitive  bidding  program  and  in  procedures 
for  selecting  contractors. 

A  total  of  2  70  laboratories  received  an  initial  letter 
inviting  them  to  request  the  RFP.     Seventy-five  laboratories 
requested  the  RFP;  eleven  laboratories  submitted  proposals.  A 
distinguishing  feature  of  the  RFP  used  for  the  procurement  is  the 
extensive  information  supplied  on  expected  volume  of  testing,  and 
the  test  volume  and  prices  experienced  under  the  previous  year 
contract. 

Also  distinctive  is  the  extensive  discussion  and 
requirements  to  assure  adequate  levels  of  laboratory  test 
reliability  and  sensitivity.     More  than  half  of  the  substantive 
portion  of  the  RFP  is  given  over  to  specifications  of  the  test 
methodologies  used,  and  required  reliability  and  sensitivity 
standards  under  the  contract.     The  RFP  lists  the  evaluation 
criteria  used  to  select  contractors  under  the  procurement: 

EVALUATION  OF  PROPOSALS 

The  Government  will  evaluate  proposals  on  the 

basis  of  the  following  criteria   (listed  in  descending 

order  of  importance) : 

(a)  Quality  of  services  offered; 

(b)  Price ;  and 

(c)  Experience,  business  reputation  and 
responsibility. 

No  weighting  of  evaluation  criteria  is  specified  in  the  RFP. 
Discussions  with  U.S.  Courts  staff  involved  in  the  procurement 
indicated  that  quality  of  laboratory  testing  was  the  primary 
criterion  used. 
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Also  included  in  the  RFP  is  a  prominent  statement  as  to 
the  Government's  right  to  terminate  the  contract  at  any  point 
without  having  to  specify  cause  and  without  penalty. 

TERMINATION  FOR  CONVENIENCE  OF  THE  GOVERNMENT 

THE  CONTRACTING  OFFICER,   BY  WRITTEN  NOTICE,  MAY 
TERMINATE  THIS  CONTRACT,    IN  WHOLE  OR  IN  PART,  WHEN  IT  IS 
IN  THE  BEST  INTEREST  OF  THE  GOVERNMENT.      IF  THIS  CONTRACT 
IS  SO  TERMINATED,   THE  GOVERNMENT  SHALL  BE  LIABLE  ONLY  FOR 
PAYMENT  IN  ACCORDANCE  WITH  THE  PAYMENT  PROVISIONS  OF  THIS 
CONTRACT  FOR  SERVICES  RENDERED  PRIOR  TO  THE  EFFECTIVE  DATE 
OF  TERMINATION. 

The  U.S.  Courts  recently  did  terminate  one  laboratory 
testing  contract  nine  months  into  the  contract  period  because  of 
poor  test  quality.     This  is  of  interest  because  previous 
Department  of  Defense  experience  showed  substantial  quality 
problems  under  competitive  bidding  programs  for  laboratory 
services . 

Department  of  Defense 

The  Department  of  Defense  probably  has  the  most  experience 
purchasing  laboratory  services  in  large  volumes.     One  of  their 
large-scale  competitive  bidding  programs  involved  the  purchase  of 
laboratory  services  for  urine  drug  screens.     The  contract  was 
awarded  to  the  lowest  bidder.     Serious  quality  assurance  problems 
were  encountered.     In  1973,  the  U.S.  Air  Force  entered  into  a 
contract  for  the  analysis  of  PAP  smears,  after  having  taken 
competitive  bids  for  the  service   (34) .     Substantial  problems 
arose  with  regard  to  quality,  even  though  provisions  for  quality 
assurance  were  written  into  the  contract   (e.g.,  regular 
inspection  of  facilities) .     After  high  error  rates  were 
discovered,  the  Air  Force  had  to  retest  PAP  smears  on  all  those 
who  had  been  previously  tested.     Many  problems  were  encountered 
in  seeking  to  break  the  contract  with  the  contractor.     At  the 
present  time,  the  Air  Force  is  analyzing  its  own  PAP  smears. 

Competitive  Bidding  for  Hospital  Services 

Hospital  care  is  the  largest  component  of  health  care 
expenditures,  accounting  for  47  percent  of  personal  health  care 
costs.     Until  recently,  almost  all  purchases  of  hospital  care 
services  were  paid  on  the  basis  of  cost  reimbursement  or  charges. 
Some  purchasers,  such  as  Medicare,  selected  Medicaid  programs, 
Blue  Cross  and  HMOs,  used  their  leverage  as  major  purchasers 
and/or  negotiating  ability  to  pay  less  than  100  percent  of 
hospital  costs  or  charges.     But  competitive  bidding  was  rarely, 
if  at  all,  used.     Within  the  past  two  years,  a  small  number  of 
HMOs,  PPOs  and  Blue  Cross  Plans  have  begun  to  use  competitive 
bidding  to  purchase  hospital  services  for  their  members'  use. 
Generally,  the  unit  of  service  for  payment  purposes  has  been 
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all-inclusive  hospital  services,  such  as  admissions  (generally, 
diagnosis-adjusted)  or  hospital  days,  rather  than  for  specific 
hospital  services.     In  this  section  a  recent  competitive  bidding 
program  for  hospital  care  is  reviewed. 

Blue  Cross  and  Blue  Shield  of  Kansas  City  PPO 

Responding  to  an  increasingly  competitive  environment  and 
increasing  HMO  and  PPO  activity,  Blue  Cross  and  Blue  Shield  of 
Kansas  City   (BCBSKC)   implemented  a  PPO  in  the  summer  of  1983.  On 
June  24,  an  RFP  was  sent  out  by  BCBSKC  to  32  hospitals  in  the 
five-county  Kansas  City  area.     The  intent  was  to  contract  with  a 
group  of  hospitals  that  could  provide  service  at  low  cost  yet 
meet  the  needs  of  the  Plans'   future  members,  who  were  expected  to 
reside  throughout  the  Kansas  City  area. 

The  Plan  incorporated  several  features  in  their  bidding 
system  designed  to  induce  favorable  bids  from  area  hospitals. 

•  Highlighted  likely  enrollment  in  PPO.  BCBSKC 
stressed  its  size   (enrollment  of  500,000),  its 
market  research  program  which  showed  considerable 
interest  in  a  BCBSKC  sponsored  PPO,  and  its 
commitment  to  the  PPO's  success   (marketing  program, 
financial  support) . 

•  Suggested  that  those  not  initially  selected  may  be 
permanently  excluded.     The  contract  period  was  for 
one  year,  but  the  RFP  indicated  the  interest  of 
BCBSKC  to  renegotiate  with  the  initially  selected 
group  of  hospitals  and  not  to  seek  additional 
providers,  unless  required  to  adequately  serve  its 
members. 

•  Provided  guidelines  as  to  acceptable  bids. 
Hospitals  were  requested  to  bid   (and  are  paid  under 
the  system)   on  the  basis  of  discount  from  billed 
charges . 

The  following  evaluation  criteria  regarding  acceptable  bid 
price  were  listed  in  the  RFP: 

•  Acceptable  price  considerations  that  include 

a  discount  from  billed  charges  that  equates  the 
institution's  charges  to  the  lower  of  the 
institution's  peer  group,  geographic  area,  or 
community  average. 

•  The  degree  to  which  the  bid  conforms  to  the 
targeted  minimum  10  percent  discount. 
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Other  selection  criteria  provided  in  the  RFP  are  the  following: 

•  Support  of  utilization  controls  for  admission  and 
length  of  stay  review  and  preadmission 
certification. 


•  Assistance  in  the  recruitment  of  an  adequate  numbe 
of  physicians  on  the  institution's  medical  staff. 

•  Acceptance  of  the  Blue  Cross  and  Blue  Shield 
of  Kansas  City  contract  terms. 

•  The  institution  shall  be  a  Blue  Cross  and 

Blue  Shield  of  Kansas  City  member  institution  and 
meet  all  prerequisites  for  such  status  as  defined 
by  the  Board  of  Directors,  1-1-76. 

•  Proven  acceptance  of  the  institution  by  Plan 
subscribers  in  the  geographic  area  served  by  the 
institution  as  measured  by  case  volume. 

•  Geographic  location  of  the  institution. 

•  Range  of  services  provided  by  the 
institution. 


•  Institution's  agreement  to  review  credentials 

of  PPO  physicians  for  acceptance  on  their  medical 
staff. 

•  Institution's  record  of  cost  conscious 
performance  and  rendering  of  quality  care   (5) . 

This  information  provided  obvious  direction  to  hospitals 
as  to  the  range  for  acceptable  bids.     The  program  sponsor  was 
well  satisfied  with  hospital  response  to  the  RFP.     Of  the  32 
hospitals  which  submitted  proposals,  bids  received  ranged  up  to 
50  percent  discount  from  charges,  with  the  volume-weighted 
average  bid  well  in  excess  of  10  percent.     Twelve  hospitals  were 
selected  to  provide  services  under  the  PPO  program.  Enrollment 
in  the  PPO  has  exceeded  initial  expectations,  reaching  42,000  by 
the  end  of  its  first  program  year. 


40 


CONCLUSIONS  AND  IMPLICATIONS 


This  survey  of  the  literature  on  competitive  bidding  for 
health  care  services  and  review  of  actual  program  experience  has 
illustrated  both  the  potential  advantages  and  disadvantages  of 
using  competitive  bidding  for  health  care  services.     The  survey 
has  clearly  shown  that  different  program  sponsors  have  different 
objectives  and  priorities  among  objectives  for  a  competitive 
bidding  program.     For  some,  cost  reduction  is  the  overriding 
concern;  for  others,  achieving  the  highest  available  level  of 
quality  and  service  at  a  reasonable  cost  is  the  primary  program 
objective.     The  bidding  system  designs  should,  and  to  a  large 
extent  do,  reflect  the  priority  structure  of  the  program  sponsor. 
In  addition,  the  competitive  bidding  survey  has  provided  us  with 
some  important  guidelines  in  how  to  design  and  implement  a 
competitive  bidding  system. 

Study  Conclusions 

This  section  reviews  some  primary  conclusions  drawn  from 
our  review  of  competitive  bidding  for  health  care  services. 

Limited  Experience  with  Competitive  Bidding 

An  important  conclusion  developed  from  the  survey  is  that 
there  is  only  limited  experience  with  competitive  bidding  for 
health  care  services.     Much  of  its  use  has  been  very  recent 
(e.g.,  California  Medi-Cal  and  Arizona  AHCCS)   and  its  overall 
performance  in  reducing  program  costs  while  providing  adequate 
levels  of  quality  and  service  has  not  yet  been  fully  evaluated. 
In  addition,  the  competitive  bidding  experience  has  been  highly 
selective,  with  much  of  it  being  for  clinical  laboratory 
services.     Only  recently  has  there  been  much  experience  with  its 
use  for  hospital  care  and  for  a  comprehensive  range  of  health 
care  services. 

Cost  Saving  Objectives  Have  Been  Achieved 

Based  upon  discussions  with  program  sponsors  and  the  very 
limited  information  provided  in  the  available  literature,  the 
competitive  bidding  programs  have  achieved  substantial  cost 
reductions,  from  the  cost  experience  before  the  programs  were 
implemented.     This  was  evident  in  the  California  Medi-Cal 
hospital  procurement,  most  of  the  clinical  laboratory  competitive 
bidding  programs  we  have  examined,  and  the  few  PPO  hospital 
procurement  programs  for  which  we  have  information. 

There  appear  to  be  several  factors  that  can  explain  much 
of  the  cost  reductions  achieved  under  competitive  bidding.  To 
some  extent,  the  cost  savings  relate  to  reduced  average  costs 
associated  with  spreading  fixed  cost  over  higher  volume;  to  some 
extent  savings  occur  because  of  improved  efficiencies  related  to 
program  design   (e.g.,  reduced  billing  and  administrative  costs); 
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and  to  some  extent ,  reduced  program  costs  stem  from  the  provider 
being  willing  to  accept  reduced  markup   (or  negative  markup)  in 
order  to  avoid  losing  business  or  to  obtain  marketing  advantages 
related  to  winning  the  contract   (e.g.,  additional  laboratory 
volume  from  participating  IPA  physicians  from  their  non-IPA 
patients).     Whatever  the  reasons,  the  cost  savings  appear  to  be 
substantial  and  consistently  prevalent  among  the  competitive 
bidding  programs  examined. 

While  the  potential  for  cost  shifting  exists,  we  have  not 
found  its  occurrence  in  competitive  bidding  programs.  In 
California  and  in  several  private  payor  competitive  bidding 
programs  for  hospital  care,  we  have  seen  substantial  hospital 
cost  reduction  programs  after  the  program  was  implemented. 

In  making  assessments  regarding  the  competitive  bidding 
programs'   success  in  reducing  cost,  it  is  important  to  understand 
that  the  only  criteria  used  are  comparisons  with  pre-bidding 
system  costs  and  with  expectations  of  bidding  system  sponsors. 
It  is  possible  that  alternative  bidding  system  design  features  or 
other  payment  approaches  may  have  reduced  costs  even  further. 
But  as  indicated,  cost  reductions  under  the  system  almost  always 
exceed  sponsors'  expectations. 

Quality  and  Service  Problems  Sometimes  Develop 

A  sizeable  portion  of  competitive  programs  have 
experienced  some  problem  with  maintaining  acceptable  levels  of 
quality  or  service,  significant  enough  to  seek  to  terminate  the 
contract  with  the  winning  bidder.     While  inadequate  performance 
occasionally  occurs  in  the  fee-for-service  health  care  system, 
freedom  of  choice  of  provider  enables  the  user  to  quickly  change 
provider  upon  becoming  dissatisfied.     Under  competitive  bidding 
programs,  particularly  those  which  require  use  of  a  single 
provider,  there  may  be  considerable  user  dissatisfaction  and 
possible  legal  action  if  levels  of  quality  or  service  are  poor. 
Discussions  with  staff  of  bidding  system  sponsors  indicated  that 
one  or  more  of  the  following  factors  were  present  where 
significant  quality  problems  occurred: 

•  Inability  of  provider  to  meet  the  volume  demands 
under  the  program. 

•  Poor  quality  provider  or  unscrupulous  provider 
submitting  low  bid  and  being  selected,  combined 
with  inadequate  use  of  quality  and  reputation  as 
criteria  for  contractor  selection. 

•  Inadequate  controls  on  subcontracting  out  work 
under  the  program. 

•  Inadequate  monitoring  of  quality  under  the 
contract. 


42 


•  Inability  or  failure  to  immediately  terminate  the 
contract  upon  discovery  of  quality  problems. 

The  view  was  prevalent  that  some  choice  in  providers  under 
the  bidding  system  program  would  reduce  the  likelihood  of 
significant  quality  and  service  problems. 

System  Design  Restrictions 
and  Constraints 

In  reviewing  the  competitive  bidding  system  design 
features  of  different  programs,  it  is  obvious  that  certain 
programs  have  more  flexibility  than  others.     In  general,  private 
bidding  system  sponsors  have  the  most  flexibility  in  structuring 
their  programs.     Private  bidding  system  sponsors  can  decide  which 
providers  to  invite  to  bid  and  which  not  to  accept  bids  from, 
whether  to  include  explicit  evaluation  criteria  in  the  RFP,  or 
even  whether  to  use  objective  evaluation  criteria.     In  addition, 
unless  they  are  the  dominant  provider  or  health  insurer  in  their 
area,  private  bidding  system  sponsors  are  not  likely  to  be  very 
concerned  about  the  public  policy  effects  of  their  programs, 
e.g.,  impact  of  bidding  system  on  competition,  the  provider 
community,  or  the  ability  of  other  programs'  enrollees  to  obtain 
satisfactory  levels  of  service.     In  contrast,  public  programs, 
particularly  large  health  benefit  programs  such  as  Medicare  and 
Medicaid,  often  have  a  broader  public  policy  perspective,  and  do 
consider  the  effects  of  their  program  on  the  health  care  system 
as  a  whole. 

Federal  executive  agency  programs,  such  as  Medicare,  have 
to  abide  by  detailed  and  comprehensive  Federal  procurement 
regulations  in  their  purchase  of  products  and  services. 
Specifically,  the  procurement  process  must  comply  with  the 
Federal  Property  and  Administration  Services  Act,  41  U.S.C.  251 
et .   seq.     Failure  to  strictly  adhere  to  the  applicable 
regulations  can  and  often  does  result  in  lawsuits  by  unsuccessful 
bidders,  or  by  contractors  with  whom  disputes  have  arisen.  These 
requirements  result  in  less  flexibility  in  program  design  and 
implementation  of  competitive  bidding  programs,  particularly 
regarding  methods  of  contractor  selection,  than  under  the 
privately  sponsored  programs  we  have  examined.     An  additional 
constraint  for  Medicare  is  the  requirement  that  it  provide 
beneficiaries  with  freedom  of  choice  of  provider.  Medicaid 
programs,  as  a  result  of  provisions  of  the  Omnibus  Reconciliation 
Act  of  1981,  are  largely  exempted  from  the  freedom  of  choice 
requirement  that  previously  existed  for  their  program. 

Use  of  Competitive  Bidding  for  Health  Care  Services 

Implications  can  be  drawn  from  the  review  of  the 
literature  and  experience  concerning  the  appropriateness  of 
competitive  bidding  for  the  purchase  of  health  care  services  and 
the  circumstances  under  which  competitive  bidding  appears  most 
likely  to  achieve  its  cost  containment  objectives.     In  addition, 
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certain  design  features  appear  to  have  different  advantages  over 
others.     These  implications  for  the  design  of  competitive  bidding 
systems  are  outlined  below: 

•  Competitive  bidding  has  the  potential  of  producing 
substantial  cost  savings  under  both  public  and 
private  health  benefit  programs. 

•  Substantial  cost  savings  without  significant 
quality  or  service  problems  are  most  likely  under 
the  following  circumstances:     current  prices  are 
not  determined  by   (and  appear  to  be  above  those 
determined  by)   competitive  market  forces;  the 
purchaser  has  a  significant  market  share,  enough 
"to  matter"  to  providers  -  i.e.,  10  percent  or 
more;  the  product  or  service  can  be  well  defined 
and  adequate  quality  specifications  can  be  built 
into  the  product  description  in  the  RFP;  a 
sufficient  number  of  providers  currently  operate  in 
the  market  to  assure  independent,  competitive  bids 
and/or  barriers  to  entry  of  additional  firms  are 
minimal;  and  bidders'  uncertainty  can  be  kept  to  an 
acceptable  level  by  providing  information  on  volume 
of  services  expected  and  all  quality  assurance  and 
other  requirements  to  which  winning  bidders  will  be 
subject. 

Our  assessment  is  that,  subject  to  the  caveats  stated 
above,  competitive  bidding  can  be  used  effectively  to  purchase 
health  care  services  in  many  settings  in  which  prices  for  those 
services  are  not  currently  determined  by  competitive  market 
forces.     However,  greater  efforts  need  to  be  made  to  assure 
adequate  levels  of  quality  and  service  than  where  provider  choice 
is  not  restricted. 


44 


REFERENCES 


1.  Abt  Associates  Inc.:  Home  Health  Agency  Prospective 
Payment  Demonstration,  HCFA  500-84-0021.  May  3,  1984. 

2.  Altman,  R. :     Drug  Program  Administrator,  Administrative 
Office  of  the  United  States  Courts.  (personal 
communication)   and  Request  for  Proposals  to  Provide 
Urinalysis  Services  for  Drug  Dependent  Federal  Offenders: 
Solicitation  Nos.  AO-PD-84-01  and  AO-PD-84-02. 

3.  Bellavita,  C:  Serving  the  Poor,  California  Style. 
Hospital  Forum,   26(4):   19-21,  July/August  1983. 

4.  Bishop,  C. ,  and  Stasson,  M. :     Alternative  Reimbursement 
for  Home  Health  Services  Under  Medicare.     Submitted  to 
HCFA,  June  198  3. 

5.  Blue  Cross  &  Blue  Shield  of  Kansas  City:  (personal 
communication)   and  Request  for  Proposal:  Preferred 
Provider  Organization.  June  24,  1983. 

6.  Bovbjerg,  R.R.,  Held,  P.J.,  and  Pauly,  M.V. :  Bidding  for 
Medical  Care  I  &  II.     The  Urban  Institute,  HCFA  Grant  No. 
14-P-98275/3-01,  Draft.  June  1984. 

7.  California  Hospital  Association:  California  Hospitals  by 
Percent  Medi-Cal  Business  FY  1979-80.  March,  1983. 

8.  Christianson ,  J.B.:  Provider  Participation  in  Competitive 
Bidding  for  Indigent  Patients.   Inquiry  21:   161-177,  Summer 
1984. 

9.  Christianson,  J.B.,  Hillman,  D.G.,  and  Smith,  K.R.:  The 
Arizona  Experiment:  Competitive  Bidding  for  Indigent 
Medical  Care.  Health  Affairs  2(3):   87-103,  Fall  1983. 

10.  Christianson,  J.B.,  Smith,  K.R.,  and  Hillman,  D.G.:  A 
Comparison  of  Existing  and  Alternative  Competitive  Bidding 
Systems  for  Indigent  Medical  Care.   Social  Science  and 
Medicine  18(7):   599-604,  1984. 

11.  Coppinger,  V.M. ,  Smith,  V.L.,  and  Titus,  J. A. :  Incentives 
and  Behavior  in  English,  Dutch  and  Sealed-Bid  Auctions. 
Economic  Inquiry,  80(1):   1-22,  1980. 

12.  Cox,  J.C.,  Roberson,  B. ,  and  Smith,  V.L.:  Theory  and 
Behavior  of  Single  Object  Auctions.     In  Research  in 
Experimental  Economics,   2:1-43,  JAI  Press  Inc.,  1982. 


45 


13.  Duke  University  Center  for  the  Study  of  Aging  and  Human 
Development.  Durham,  N.C. :  Multidimensional  Functional 
Assessment:  The  OARS  Methodology,  1978. 

14.  Dyckman,  Z.:  Competitive  Bidding  for  Laboratory  Services, 
Final  Project  Report,  HCFA  500-82-0054.     Center  for  Health 
Policy  Studies,  March  1984. 

15.  Engelbrecht-Wiggans ,  R. :     Auctions  and  Bidding  Models:  A 
Survey.  Management  Science,  26(2):   119-142,  February  1980. 

16.  Ensign,  G.H.,  and  Mayerhofer,  J.J.:  Medi-Cal  Contracting: 
What  Impact  on  California  Hospitals?  Hospital  Progress, 
38-43,  June  1983. 

17.  Fells,  S.  Chief  of  Medical  Assistance,  State  of  Ohio: 
(personal  communication)  1984. 

18.  Greenlick,  M. :     Kaiser-Permanente ' s  Medicare  Plus  Project. 
Health  Care  Financing  Review,  4(4):   85-97,  Summer  1983. 

19.  Hogan,  A.  J.:  Creating  an  Efficient  Market  for  Nursing 
Home  Care.     Socio-Economic  Planning  Sciences  16(2):  53-62, 
1982. 


20.  Holt,  C:  Competitive  bidding  for  Contracts  Under 
Alternative  Auction  Procedures.     Journal  of  Political 
Economy ,  88(3):   433-445,  1980. 

21.  Iglehart,  J.K.:  Cutting  Costs  of  Health  Care  for  the  Poor 
in  California:  A  Two-Year  Follow-Up.     The  New  England 
Journal  of  Medicine,   311(11):   745-748,  September  13,  1984. 

22.  Johns,  L. ,  Derzon,  R.A.,  and  Anderson,  M. :  Selective 
Contracting  for  Health  Services  in  California.  National 
Governor's  Association,  Center  for  Policy  Research, 
December  1983. 

23.  Johnson,  Donald:  Price  Competition  Will  Be  Legacy  of 
California's  Medi-Cal  Czar.  Modern  Healthcare,  52-54, 
September  1982. 

24.  Kirkman-Lif f ,  B.L.,  Christianson,  J.B.,  and  Hillman,  D.G.: 
An  Analysis  of  Competitive  Bidding  by  Providers  for 
Indigent  Medical  Care  Contracts.  Arizona  State  University, 
May  1984. 

25.  Lewis,  R. :  Arizona  Medicaid  Plan  Troubled  in  Debut  Year. 
American  Medical  News,  September  30,  1983. 

26.  Mark,  Neil,  Assistant  Vice  President,  New  Jersey  Hospital 
Association:    (personal  communication) .  1983. 


46 


27.  McClure,  W. :   Structure  and  Incentive  Problems  in  Economic 
Regulation  of  Medical  Care.     Milbank  Memorial  Quarterly , 
59:   107-144,  1981. 

28.  Mcllrath,  S.:  Medicaid  Experiment  in  Arizona  Attacked. 
American  Medical  News,  July  6,  1984. 

29.  Office  of  Special  Health  Care  Negotiations:  Report  to  the 
Legislature  on  the  Operations  of  the  Office  of  Special 
Health  Care  Negotiations,  May  1983.     Governor's  Office, 
State  of  California. 

30.  Paris,  Martin:  Cost  and  Quality  Control  of  Laboratory 
Services:     The  New  York  City  Medicaid  Centralized 
Laboratory  Proposal.  Medical  Care  14(9):  777-793, 
September  1976. 

31.  Simmonds,  Kenneth:  Competitive  bidding:     Deciding  the  Best 
Combination  of  Non-Price  Features.     Operational  Research 
Quarterly,   19  (1) :   5-15,  1968. 

32.  Taylor,  Jane,  Director,  Central  Ohio  Area  Agency  on  Aging: 
(personal  communication)   and  Request  for  Proposal: 
Passport.  1984. 

33.  U.S.  General  Accounting  Office:     Federal  and  State  Actions 
Needed  to  Overcome  Problems  in  Administering  the  Title  XX 
Program.     HRD  -  81-8,  October  29,  1980. 

34.  U.S.  Air  Force  officers:      (personal  communication).  1982. 

35.  Vickrey,  W. :  Auctions,  Markets  and  Optimal  Allocation. 
Bidding  and  Auctioning  for  Procurement  and  Allocation. 
Y.  Amihud,    (Ed.),  New  York.     NYU  Press,  1976. 

36.  Vickrey,  W. :  Counter speculation,  Auctions,  and 
Competitive  Sealed  Tenders.  Journal  of  Finance 
16  (3) :8-37,  March  1961. 

37.  Washington  Report  on  Medicine  and  Health,  38(34),  August 
27,  1984. 

38.  Zimmerman,  D.:  Creating  the  Medical  Marketplace:  Selective 
Contracting  in  California's  Medi-Cal  Program.  The 
Intergovernmental  Health  Policy  Project,  George  Washington 
University,  July  1983. 


47 


APPENDIX 


SUMMARY  OF  ENABLING  LEGISLATION 
OF  SELECTIVE  CONTRACTING* 

Special  Negotiator 
AB  799 

•  Authorizes  the  Governor  to  appoint  a  Special  Negotiator  with  the  following 
authority  and  responsibilities: 

SB  2012 

•  Gives  the  Special  Negotiator  the  powers  of  a  department  head,  as  specified, 
except  that  he  may  adopt  only  the  rules  and  regulations  as  are  necessary  to  carry 
out  duties  relating  to  selective  provider  contracts  (hospital  contracts),  county 
health  system  contracts,  and  expanded  choice  of  health  care  plans  (private  in- 
surance for  Medi-Cal). 

•  Requires  the  Special  Negotiator  to  adopt  regulations  as  emergency  regula- 
tions, as  specified,  which  would  be  exempt  from  Office  of  Administrative  Law 
review  and  approval. 

•  Exempts  from  the  California  Public  Records  Act  those  records  of  state  agen- 
cies which  relate  to  specified  activities  of  the  Special  Negotiator.  The  report  also 
exempts  all  or  portions  of  contracts  entered  into  by  the  Special  Negotiator,  as 
specified  in  the  terms  of  the  contracts. 

California  Medical  Assistance  Commission 
AB  3480 

•  Establishes  the  California  Medical  Assistance  Commission  effective  January 
1,  1983,  and  specifies  the  qualifications,  appointing  authority,  salary,  and  dura- 
tion of  appointment  of  the  members,  and  allows  the  commission  to  employ  civil 
service-exempt  professional  staff,  including  an  executive  director,  and  other  staff 
consistent  with  funds  made  available  in  the  budget. 

•  States  legislative  intent  that  the  commission  shall  monitor  between  January  1 , 
1983,  and  July  1,  1983,  specified  activities  of  the  Special  Negotiator  in  contracting 
with  hospitals  and  other  organized  health  system  providers  for  services  to  Medi- 
Cal  patients,  and  effective  July  1,  1983,  to  succeed  to  full  responsibility  for  the 
specified  activities. 

•  Authorizes  the  executive  director  to  act  with  the  authority  of  the  commission 
subject  to  the  review  of  the  commission  which  may  reject  any  proposed  contract 
within  20  days  after  approval  by  the  executive  director. 

•  Requires  the  commission  to  plan,  develop  and  negotiate  capitated  contracts 
for  hospital  inpatient  or  outpatient  services  and  specified  pilot  projects  and  health 
care  projects  with  specified  types  of  health  provider  and  insurance  organizations. 

*From  Donald  Zimmerman,  Creating  the  Medical  Marketplace:  Selective 
Contracting  in  California's  Medi-Cal  Program.     (Washington,  D.C.:  The 
Intergovernmental  Health  Policy  Project,  George  Washington  University, 
July  1983). 
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Hospital  Contracts 
AB  799 

•  Requires  all  inpatient  hospital  services  provided  to  eligible  beneficiaries  pur- 
suant to  Medi-Cal  to  be  provided  under  contracts  negotiated  by  the  Special 
Negotiator. 

•  Requires  the  Governor  to  appoint  for  one  year,  beginning  July  1,  1982,  a 
Special  Hospital  Negotiator  to  develop  contracts,  either  through  bidding  or 
negotiation  with  hospitals  to  provide  inpatient  services  to  Medi-Cal  beneficiaries 
and  to  negotiate  with  county  health  systems,  health  maintenance  organizations 
and  private  insurers  for  services  to  Medi-Cal  patients. 

•  Provides  that  DHS  enter  into  contracts  and  be  bound  by  the  rates,  terms,  and 
conditions  negotiated  by  the  special  appointee. 

•  Specifies  factors  to  be  considered  in  negotiations. 

•  Permits  the  DHS  director  to  waive  utilization  controls  for  hospitals  entering 
into  capitated,  at-risk  contracts. 

•  Exempts  from  these  provisions  inpatient  services  provided  by  health 
maintenance  organizations  (HMOs),  organized  health  systems,  or  state  hospitals, 
and  permits  DHS  to  reimburse  noncontract  hospitals  for  certain  emergency  ser- 
vices at  prevailing  contract  rates. 

•  Requires  DHS  to  conduct  on-site  reviews  of  contract  performance. 

•  Permits  DHS  to  enter  into  sole-source  contracts  and  to  suspend  a  hospital 
from  participation  in  the  Medi-Cal  program. 

•  Authorizes  the  California  Medical  Assistance  Commission  to  succeed  to  the 
duties  and  responsibilities  of  the  Special  Negotiator  effective  July  1,  1983. 

•  Retains  the  Special  Negotiator  as  the  executive  director  of  the  commission 
after  July  1,  1983. 

SB  2012 

•  Allows  all  previously  eligible  hospitals  to  continue  to  participate  in  the  Medi- 
Cal  program  and  to  be  reimbursed  for  providing  inpatient  services  until  the 
Special  Negotiator  has  contracted  with  sufficient  hospitals  in  the  area  to  serve  the 
needs  of  Medi-Cal  patients  and  notifies  any  noncontract  hospitals  that  they  are  no 
longer  Medi-Cal  providers. 

•  Exempts  hospitals  which  have  negotiated  in  good  faith  but  have  not  been 
selected  for  contracting  from  specified  provisions  of  state  law  concerning  preex- 
isting obligations  to  provide  inpatient  services  to  Medi-Cal  patients. 

•  Requires  the  Special  Negotiator  to  consider  existing  labor-management  col- 
lective bargaining  agreements  in  negotiating  hospital  contracts. 

•  Exempts  out-of-state  hospitals  from  contracting  with  the  Special  Negotiator. 

•  Deletes  the  1982-83  fiscal  year  exemption  from  contracting  granted  in  AB  799 
to  regionalized  and  specialty  hospitals. 

•  Extends  the  exemption  from  contracting  to  charitable  research  hospitals. 

•  Defines  children's  hospitals,  for  purposes  of  such  exemption,  as  those  which 
serve  primarily  children  and  whose  youthful  clientele  is  30-percent  Medi-Cal. 

•  Authorizes  the  Department  of  Health  Services  (DHS)  to  modify  existing 
hospital  reimbursement  policy  and  requires  the  director  to  implement,  through 
emergency  regulations,  a  new  reimbursement  policy  of  peer  groupings  of 
hospitals.  Requires  DHS  to  obtain  needed  federal  waivers  before  promulgating 
the  regulations  and  authorizes  DHS  to  adjust,  control  or  freeze  interim  rates  until 
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hospital  contracts  are  in  effect.  Requires  DHS  to  report  to  the  legislature  by 
January  10,  1983,  on  the  implementation  of  this  policy. 

•  Authorizes  DHS  to  conduct  audits  and  reviews  of  hospitals  contracting  with 
the  Special  Negotiator  for  Medi-Cal  services. 

•  Provides  for  specified  judicial  review  or  administrative  review  to  resolve 
disputes,  excluding  recoupment  efforts  based  on  an  audit,  between  the  Special 
Negotiator  or  the  commission  and  a  contracting  hospital. 

•  Modifies  the  AB  799  requirement  that  a  contracting  hospital  provide  staff 
privileges  to  all  physicians  serving  Medi-Cal  patients  by  allowing  the  hospital  to 
impose  reasonable  limitations  to  permit  the  hospital  to  have  an  exclusive  contract 
for  specified  services  such  as  radiology. 

•  Exempts  hospitals  or  groups  of  hospitals  and  county  health  systems  contract- 
ing with  the  Special  Negotiator  from  provisions  of  the  Knox-Keene  Health  Care 
Services  Act  of  1975. 

•  Requires  that  special  consideration  be  given  to  the  Medi-Cal  pilot  projects  in 
Monterey  and  Santa  Barbara  Counties  in  the  negotiation  of  selective  provider 
contracts. 

•  Exempts  contracts  between  county  health  systems  and  the  Special  Negotiator 
from  state  contracting  requirements  but  requires  Department  of  Finance  ap- 
proval. 

•  Clarifies  and  combines  two  separate  provisions  of  AB  799  regarding  the  pur- 
chase of  health  insurance  for  Medi-Cal  patients  by  requiring  the  Special 
Negotiator  to  test  the  private  insurance  concept  in  at  least  two  counties,  one  rural 
and  one  urban,  in  order  to  assess  the  cost  effectiveness  of  this  approach.  The 
California  Medical  Assistance  Commission  (CMAC)  is  required  to  evaluate  and 
either  continue  or  terminate  the  pilot  projects  after  one  year  of  implementation. 

Noninstitutional  Provider  Contracts 
AB  799 

•  Authorizes  DHS,  effective  July  1,  1983,  to  contract  with  noninstitutional 
providers  to  provide  services  to  Medi-Cal  beneficiaries  in  a  manner  which  pro- 
motes case  management,  provides  alternative  methods  of  payment,  supports 
organized  systems  of  care,  and  encourages  group  practices  to  develop  relation- 
ships with  hospitals  having  low  unit  costs,  and  to  enter  into  capitated  methods  of 
payment  to  correct  or  prevent  irr  0-iaf  or  abusive  billing  practices.  Physicians  or 
groups  of  physicians  who  refuse  to  enter  into  a  contract  required  by  the  director 
pursuant  tr  '.is  provision  could  be  refused  reimbursement  for  services  to  Medi- 
Cal  beneficiaries.  The  director  could  also  terminate  or  decline  to  renew  the  con- 
tract for  specified  causes.  Contracts  with  noninstitutional  providers  may  be  let  on 
a  nonbid  basis  and  are  exempt  from  the  standard  state  contract  review  process,  ex- 
cept that  they  are  required  to  be  approved  by  the  Department  of  Finance.  Provi- 
sions of  this  section  shall  not  alter  existing  contracts  or  contracts  under  develop- 
ment between  DHS  and  noninstitutional  providers. 

Health  Insurance  and  Health  Care  Plans 
SB  2012 

•  Prohibits  insurers  from  directly  providing  the  services  of  hospitals  or  physi- 
cians and  surgeons  and  from  exercising  medical  or  dental  professional  judgment, 
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except  that  an  insurer  may  enter  into  contracts  with  institutional  providers  and, 
after  July  1,  1983,  professional  providers  at  alternative  rates  and,  by  agreement 
with  group  policy  holders,  limit  payment  to  providers  under  contract. 

•  Requires  peer  review  of  quality  of  care,  medical  personnel  performance, 
utilization  of  services  and  facilities,  and  costs  by  professionally  recognized 
unrelated  third  parties. 

•  Extends  existing  provisions  of  state  law  regarding  immunity  from  liability 
and  discovery  for  medical  and  dental  peer  review  to  licensed  providers  performing 
the  above. 

•  Specifies  that  a  hospital  service  contract  need  not  contain  provisions  specify- 
ing the  insured's  freedom  of  choice  regarding  providers  of  health  care  if,  and 
only  if,  each  contracting  insurer  enters  into  contracts  for  alternative  rates. 

•  Requires  contracts  for  alternative  rates  to  be  executed  in  the  name  of  the  plan 
and  fully  disclosed  to  contracting  providers. 

•  Requires  that  group  contractors  be  provided  with  a  current  roster  of  con- 
tracting institutional  and  professional  providers. 

•  Prohibits  plans  from  engaging  in  the  practice  of  medicine  or  participating  in 
or  controlling  professional  judgment,  except  in  the  performance  of  peer  review, 
quality  control,  utilization  control  and  other  cost-containment  measures  by  agree- 
ment with  providers. 

•  Requires  the  Commissioner  of  Insurance  to  promulgate  specified  regulations 
on  or  before  July  1,  1983,  governing  the  conduct  of  insurers  and  nonprofit  hospi- 
tal service  plans  that  contract  with  providers  for  alternative  rates.  The  regulations 
must  be  designed  to  assure  accessability  of  provider  services  to  the  insured. 

•  Specifies  that  any  person  who  solicits  a  provider  to  enter  into  a  contract  at  al- 
ternative rates  on  behalf  of,  but  without  authority  of,  an  insurer  or  plan  shall  be 
guilty  of  a  misdemeanor.  Any  solicitations  to  providers  on  behalf  of  a  plan  or  in- 
surer must  be  in  the  name  of  that  plan  or  insurer  or  the  plan  or  insurer  is  guilty  of 
a  misdemeanor. 

AB  3480 

Existing  law  prohibits  a  hospital  service  contract  between  a  nonprofit  hospi- 
tal service  plan  and  a  subscriber  to  restrict  or  interfere  with  the  subscriber's  choice 
of  hospital  or  attending  physician  to  provide  the  services  under  the  contract.  AB 
3480: 

•  Waives  this  prohibition  when  a  plan  enters  into  contracts  with  professional 
and  institutional  providers  at  alternative  rates  of  payment  and  offers  the  benefits 
of  the  alternative  rates  to  group  contractors  who  select  these  contractors.  The  pro- 
hibition is  also  waived  when  a  plan,  by  agreement  with  group  contractors,  limits 
payment  under  a  contract  to  professional  and  institutional  providers  charging 
alternative  rates  under  contract  with  the  plan. 

•  Authorizes  nonprofit  hospital  service  plans  to  contract  under  this  provision 
with  institutional  providers  effective  January  1,  1983,  and  with  institutional  and 
professional  providers  effective  July  1,  1983. 

Existing  law  prohibits  a  disability  insurer  from  directing,  participating  in  or 
controlling  the  selection  of  the  hospital  or  physician  from  whom  the  insured 
secures  services.  AB  3480: 

•  Waives  this  prohibition  when  an  insurer  contracts  with  institutional  and  pro- 
fessional providers  for  alternative  rates  of  payment  and  offers  the  benefits  of  the 
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alternative  rates  to  insured  individuals  who  select  these  providers.  The  prohibition 
is  also  waived  when  insurers,  by  agreement  with  group  policyholders,  limit 
payments  under  a  policy  to  services  secured  from  professional  and  institutional 
providers  which  contract  at  alternative  rates  with  the  insurer. 

•  Authorizes  disability  insurers  to  contract  under  this  provision  with  institu- 
tional providers  effective  January  1,  1983,  and  with  institutional  and  professional 
providers  effective  July  1,  1983. 

•  Requires  decisions  of  the  commission  to  be  by  a  majority  of  four  votes. 

•  Requires  the  commission  to  retain  independent  legal  counsel  to  review  all 
contracts. 

•  Requires  the  commission  to  submit  specified  reports  to  the  legislature  on 
January  1  and  May  1  each  year. 

•  Reduces  the  membership  on  the  California  Health  Facilities  Commission 
from  15  to  9  members  of  specified  qualifications,  to  be  appointed,  as  specified,  by 
the  Governor,  the  Speaker  of  the  Assembly,  and  the  Senate  Rules  Committee  for 
specified  durations. 

Other  Important  Provisions 
AB  799 

County  Health  Systems 

•  Authorizes  the  Special  Negotiator  to  enter  into  exclusive  contracts  with  a 
county  or  counties  which  will  provide  directly,  or  arrange  for  the  provision  of, 
health  care  services  to  Medi-Cal  beneficiaries.  The  department  is  required  to  con- 
tinue to  define  minimum  benefits  and  eligibility  criteria,  monitor  level  and  quality 
of  services  and  expenditures,  and  ensure  county  conformity  with  federal  law.  Pro- 
visions of  this  section  shall  not  alter  existing  contracts  or  contracts  under  develop- 
ment between  DHS  and  county  health  systems. 

Primary  Care  Provider  Case  Management 

•  Authorizes  DHS,  or  a  county  which  has  contracted  with  DHS  for  the  ex- 
clusive provision  of  services  (pursuant  to  Article  2.8),  to  contract  with  primary 
care  providers  for  the  provision  of  case  management  to  Medi-Cal  beneficiaries. 
Providers  would  only  be  reimbursed  for  services  approved  and  ordered  by  the 
primary  care  physician,  except  for  emergency  services. 

Private  Insurance  for  Medi-Cal  Option 

•  Requires  the  Special  Negotiator  to  establish  at  least  two  pilot  projects,  in  one 
rural  and  one  urban  area,  to  test  the  cost-effectiveness  of  delivering  Medi-Cal 
benefits  through  private  insurance  or  HMOs. 

•  Authorizes  DHS  to  contract  with  health  care  plans  to  deliver,  for  a  minimum 
of  one  year,  a  package  of  health  services  to  Medi-Cal  recipients  within  a  county. 

•  Authorizes  the  California  Medical  Assistance  Commission  to  evaluate  the 
projects  and  on  July  1,  1983,  to  either  continue,  expand  or  terminate  them. 

Exemption  of  Children's  Hospitals  from  Cost  Controls 

•  Recognizes  that  special  economic  conditions  exist  in  children's  hospitals  and 
requires  DHS  and  the  Special  Negotiator  to  recognize  this  fact  in  dealing  with 
them.  Exempts  specified  hospitals  from  limits  on  Medi-Cal  program  reim- 
bursements. Requires  DHS  to  submit  a  plan  to  replace  the  current  system  for 
airlifting  critically  ill  infants  to  children's  hospitals.  Waives  the  requirement 
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regarding  negotiated  contracts  for  hospital  reimbursement  for  one  year  for 
children's  hospitals. 

Incentives  for  HMOs 

•  Allows  contracts  with  HMOs  to  include  (i)  rate  increases  for  plans  with  costs 
less  than  90  percent  of  the  fee-for-service  rate,  (ii)  a  guaranteed  enrollment  period 
for  beneficiaries  of  up  to  six  months,  and  (iii)  a  broader  scope  of  benefits  than  is 
provided  under  fee-for-service  Medi-Cal. 
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